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No. 12,080 


IN THE 


United States Court of Appeals 
For the Ninth Circuit 


BasaLt Rock Co., Inc., 
Petitioner, 
vs. 
CoMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


PETITIONER’S OPENING BRIEF. 


OPINIONS BELOW. 

The opinion of the Tax Court (R. 148) is reported in 
10 T.C. 600. The dissenting opinions of Judge Van Fossan 
(R. 170) (concurred in by Judges Arundell, Black and 
Johnson) and of Judge Kern (R. 176) (concurred in by 
Judges Arundell and Black) are reported in 10 T.C. 612 
and 615, respectively. 


STATEMENT AS TO JURISDICTION. 

Petitioner filed its income and excess profits tax returns 
for the calendar year 1942 with the Collector of Internal 
Revenue at San Francisco, California (R. 54). On January 
_ 25, 1946, respondent mailed to petitioner a notice of de- 
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ficiency in excess profits tax for the year 1942 in the 
amount of $583,003.64 (R.5, 16,36). Petitioner filed with 
the Tax Court a petition for a redetermination and amend- 
ments thereto, alleging that there was no deficiency but 
that, instead, petitioner had overpaid its excess profits tax 
in the amount of $935,575.38 (R. 50-51). On July 12, 1948, 
the ‘Tax Court rendered its decision determining a de- 
ficiency in excess profits tax and income tax (R. 189). 
This decision was later vacated (R. 192), and thereafter — 
final decision was rendered on August 30, 1948 (R. 193), 
determining a deficiency in excess profits tax for the year 
1942 in the amount of $355,342.21. The petition for review 
by this court was filed on September 29, 1948 (R. 194, 204). 


This court has jurisdiction under the provisions of sec- 
tions 1141 and 1142 of the Internal Revenue Code. 


STATUTES AND REGULATIONS INVOLVED. 
The statutes and regulations involved are quoted, as 
pertinent, in succeeding portions of this brief, and are ° 
copied in full in the Appendix. 


STATEMENT OF THE CASE. 

This case involves petitioner’s excess profits tax for the 
year 1942. One single issue of law is presented. The peti- 
tion in the Tax Court (R. 4), the two amendments thereto 
(R. 39,45), and the opening statements of counsel for 
each party (R. 82, 87) refer to certain complicated issues 
that earlier were involved. All of these were resolved by 


stipulation. The sole question remaining concerns the con- 
struction of section 710(a)(1)(B) of the Internal Revenue 
Code, the familiar 80 per cent limitation on total income 
and excess profits taxes. The facts giving rise to this ques- 
tion are all stipulated, the findings of fact of the court 
below being simply an adoption of these stipulated facts 
Bk. 149).1 


The pertinent facts may be summarized as follows: 


Petitioner is a California corporation engaged in ship- 
building and the nanufacture of concrete aggregates, road 
and fuel oils, and building material (R. 54). During the 
year 1942, and prior and subsequent thereto, part of its 
operations consisted of the performance of long-term con- 


1The only issue is a clear-cut question of law, the decision of 
which by the Tax Court, even under the rule of Dobson v. Commis- 
sioner (1943) 320 U.S. 489, would have been reviewable by appel- 
late courts (Trust of Bingham v. Comm’r (1945) 325 U.S. 365; 
Lurie v. Commissioner of Internal Revenue (9 Cir. 1946) 156 F.2d 
436). With the abolition of the Dobson rule by the Act of June 25, 
1948 (c. 646, 62 Stat. ...... , enacting among other things the new 
Judicial Code), there is no question that even issues of fact decided 
by the Tax Court are reviewable by the ecireuit courts to the same 
extent as if such issues had been decided by the district courts in 
eivil actions tricd without a jury. Section 36 of the Act of June 25, 
1948, amends section 1141(a) of the Internal Revenue Code to 
provide: 

“‘The cireuit courts of appeals and the United States Court 
of Appeals for the District of Columbia shall have exclusive 
jurisdiction to review the decisions of the Tax Court, except as 
provided in section 1254 of title 28 of the United States Code, 
in the same manner and to the same extent as decisions of the 
district courts in eivil actions tried without a jury; and the 
judgment of any such court shall be final, except that it shall 
be subject to review by the Supreme Court of the United States 
upon certiorari, in the manner provided in section 1254 of 
title 28 of the United States Code.’’ 

Under this statute questions of law decided by the Tax Court 
are fully open for review by the circuit courts. The statute specifi- 
eally limits the weight of the Tax Court’s decision to that which the 
eireuit.court would give to the decision of a district court. 
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tracts, that is, contracts requiring more than 12 months to 
perform.? In 1942 petitioner performed work on six such 
contracts, of which two were completed during the year 
and four were not completed until a later year (R. 55-56). 


The method of accounting regularly employed by peti- 
tioner with respect to long-term contracts was the com- 
pleted contract method (R. 55). Under this method gross 
income from such contracts is included, and all expendi- 
tures allocable thereto are deducted, in the taxable year in 
which the contract is completed. This method clearly re- 
flected petitioner’s net income and was consistently fol- 
lowed by it.2 Its long-term contract income for all 
corporate purposes was computed on this basis, and its 
federal income taxes (normal tax and surtax) for the year 
1942 and for previous and subsequent years were com- 
puted, as they were required to be computed,‘ on the same 
basis (R. 55). 


During the tax year in question (1942) there were in 
effect both the ordinary corporation income taxes (the 
normal tax and surtax), at an aggregate rate of 40 per 
cent, imposed by Chapter 1 of the Internal Revenue Code, 
and the excess profits tax at a straight rate of 90 per cent, 
subject to an over-all 80 per cent limitation (discussed 
below), imposed by Subchapter E of Chapter 2 of the In- 
ternal Revenue Code. 


2“The term ‘long-term contracts’ means building, installation, 
or construction contracts covering a period in exeess of one year 
from the date of execution of the contract to the date on which 
the contract is finally completed and accepted’’ (Treasury Regula- 
tions 111, see, 29.42-4, Appendix, p. x). 

3R. 55; Regs. 111, see. 29.42-4, Appendix, p. xi. 

tRegs, 111, sees. 29.41-1, 29.42-4, Appendix, pp. ix, x. 


The Chapter 1 taxes—the ordinary income taxes—were 
imposed upon the ‘‘normal tax net income’’ and ‘‘surtax 
net income’’ of the corporation. These in turn were based 
upon the ‘‘net income’’ of the corporation—its ordinary 
commercial income—computed under the familiar pro- 
visions of Chapter 1 which have been in effect without 
basic change throughout the entire history of the income 
tax acts. "The excess profits tax, on the other hand, was 
imposed upon the ‘‘adjusted excess profits net income,”’ 
a special statutory income computed under the highly 
complex provisions of the Excess Profits Tax Act which 
was quite different from the corporation’s ordinary com- 
mercial income. (A further review of these statutes is 


given below, infra, pp. 16-24.) 


By the Revenue Act of 19425 Congress amended the 
Exeess Profits Tax Act (Subchapter 2K of the Internal 
Revenue Code) by adding a provision intended to afford 
special relief to taxpayers engaged in the performance 
of long-term contracts. That amendment, section 736(b), 
provided in part :® 

‘*In the case of any taxpayer computing income 
from contracts the performance of which requires 
more than 12 months * * * it may elect, in its return 
for such taxable year for the purposes of this sub- 
chapter, * * * to compute, in accordance with regula- 
tions prescribed by the Commissioner with the ap- 
proval of the Secretary, such income upon the per- 
centage of completion method of accounting.’’ 


5Act of October 21, 1942, sec. 222(d), c. 169, 56 Stat. 798. 
SQuoted in full, Appendix, p. vi. 
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Petitioner was eligible to, and did, make the election 
provided in the foregoing section,’ and in its excess profits 
tax return for the taxable year 1942, in arriving at its 
adjusted excess profits net income, computed its income 
from long-term contracts on the percentage of completion 
method of accounting.’ Under this method, the gross in- 
come from long-term contracts is reported upon the basis 
of the percentage of the contract work performed during 
the taxable year, and all expenditures entering into the 
performance of the contract during the taxable year are 
deductible in such vear.® In computing its income from 
long-term contracts on this basis for the purpose of arriv- 
ing at its ‘‘adjusted excess profits net income,’’ income 
from contracts not completed in 1942, and therefore not 
reflected in petitioner’s ordinary corporate income, was in- 
cluded; at the same time losses suffered on contracts com- 
pleted in 1942, and therefore reflected in petitioner’s ordi- 
nary corporate income for that year, were included in the 
adjusted excess profits net income only to the extent that 
they arose out of performance during 1942 (R. 56, 57). On 
this special basis, taking into account all of petitioner’s 
income, including that from long-term contracts, its ad- 
justed excess profits net income for the year 1942 was 
$1,845,468.76 (R. 61). In 1942, apart from the alternative 
measure provided by the 80 per cent over-all limitation of 


7R. 55; Petitioner’s Ex. 1, p. 5. By order of this court (R. 217) 
this exhibit, petitioner’s income tax return for 1942, is not printed 
hut is before this conrt in the form certified. 

8Petitioner’s Ex. 2. By order of this court (R. 217) this exhibit, 
petitioner’s corporation exeess profits tax return for 1942, is not 
printed but is before this court in the form certified. 

Regs. 111, see. 29.42-4(a), Appendix, p. x. 
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section 710(a)(1)(B) (quoted below), the rate of tax on 
the adjusted excess profits net income was 90 per cent. 
Accordingly, at the 90 per cent rate, petitioner’s excess 
profits tax would have been $1,660,921.88. 


However, by the same statute (the Revenue Act of 
1942), Congress had also amended the Excess Profits Tax 
Act by adding (at the same time the rate was increased 
to 90 per cent) section 710(a)(1)(B), the familiar pro- 
vision limiting total income and excess profits taxes for 
each taxable year to 80 per cent of the corporation surtax 
net income computed under section 15 of Chapter 1 of the 
Internal Revenue Code. his section provided: 


‘Sec. 710. Imposition oF Tax. 
(a) Imposition — 


(1) General Rule——There shall be levied, collected, 
and paid, for each taxable year, upon the adjusted. 
excess profits net income, as defined in subsection 
(b), of every corporation (except a corporation ex- 
enypt under section 727) a tax equal to whichever of 
the following amounts is the lesser: 


(A) 90 per centum of the adjusted excess profits 
net income, or 


(B) an amount which when added to the tax in- 
posed for the taxable year under Chapter 1 (other 
than section 102) [i.e., the normal tax and surtax] 
equals 80 per centum of the corporation surtax net 
mcome, computed under section 15’ or Supplement 
G, as the case inay be, but without regard to the credit 


10K mphasis throughout the brief is added, unless otherwise indi- 
cated. 
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provided in section 26(e) (relating to income subject 
to the tax imposed by this subchapter).’’!! 


Section 15, to which reference is made in the limitation 
provision of section 710(a)(1)(B) above and under which 
the corporation surtax net income to be used for the pur- 
poses of the 80 per cent limitation is computed, is in Chap- 
ter 1 of the Internal Revenue Code. As we have pointed 
out, section 15 provides for the computation of the corpo- 
ration’s surtax net income under familiar concepts that, 
in their basic aspects, have been in the law since the first 


income tax statute was enacted.!? 


So far as pertinent, section 151% provides: 

‘‘(a) Corporation Surrax Net Income.—For the 
purposes of this chapter, the term ‘corporation surtax 
net income’ means the net mcome minus [certain 
creaits| "=. 


(b) Imposition or T’ax.—There shall be levied, col- 
lected, and paid for each taxable year upon the corpo- 
ration surtax net income of every corporation * * * a 
surtax as follows: * * *.”’ 


11Supplement G is in Chapter 1. It provides for the manner in 
which the surtax net income of insurance companies is to be eom- 
puted. 

Section 26(e) was added to Chapter 1 of the Code by the Revenue 
Act of 1942 at the same time that the rate of tax on the adjusted 
excess profits net income was increased to 90 per eent, subject to 
the over-all 80 per cent limitation. It is a eredit against the normal 
tax net income and surtax net income hefore they are subjected to 
the Chapter 1 income taxes. The credit in the ordinary ease is the 
amount of the adjusted excess profits net income. By providing for 
this credit Congress assured that the amount of the adjusted excess 
profits net ineome, subject to tax under Subchapter 2E, would 
not be subject to the normal tax and surtax. 

12See p. 16, infra, et seq. 

13 Appendix, p. 1. 
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‘‘Net income’’ thus referred to is defined in section 
ei (@)'* eas: 
‘21 (a) Derinirion.— Net income’ means the gross 


Income computed under section 22, less the deductions 
allowed by section 23.’’ 


Section 22 is the familiar section definmg ‘‘gross in- 


come’’ 


to imclude all gains, profits, ete., and section 23 
lists the various familiar deductions—ordinary and neces- 


sary expenses in carrying on a trade or business, ete. 


With respect to the method of accounting to be em- 
ployed, section 411° specifically provides: 

‘“The net income shall be computed upon the basis 
of the taxpayer’s annual accounting period (fiscal 
year or calendar year, as the case may be) im accord- 
ance with the method of accounting regularly em- 
ployed in keeping the books of such taxpayer; * * *.”’ 


When petitioner made the special election to compute 
its long-term contract Income on the percentage of com- 
pletion basis under section 736(b) of the Excess Profits 
Tax Act in arriving at its ‘‘adjusted excess profits net 
income’’ under the provisions of that act, it made no 
change in its regular accounting methods; and it com- 
puted, as it was required to do,?® its corporation surtax 
net income under the above-quoted provisions of Chapter 
1 of the Internal Revenue Code in accordance with the 
method of accounting it regularly employed in keeping its 
books of account, which, as to long-term contracts, was 


14 Appendix, p. i. 
15 Appendix, p. i. 
16Regs. 111, sees, 29.41-1, 29.42-4, Appendix, pp. ix, x. 
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the completed contract method. Its surtax net income 
for the year 1942, so computed, was $821,086.11 (R. 59).%* 
This was the surtax net income used for the purpose of 
determining petitioner’s surtax for the year 1942 (R. 60); 
it was also the income used for the purpose of determin- 
ing its normal tax (R. 60); it was its ordinary commercial 
income for all general corporate purposes.'§® 


Under the plain provisions of Section 710(a)(1)(B), 
imposing the alternative excess profits tax in 
‘fan amount which when added to the tax imposed 
for the taxable year under Chapter 1 * * * equals 80 
per centum of the corporation surtax net income, 
computed under section 15 * * * without regard to 
the credit provided in section 26(e) * * *,”’ 


petitioner contended that its excess profits tax could not 
exceed an amount which when added to its taxes under 
Chapter 1 (the normal tax and surtax) equalled 80 per 
cent of its surtax net income computed under section 15, 
without regard to the section 26(e) credit; and that since 
90 per cent of its adjusted excess profits net income ex- 
ceeded that ceiling, its total income and excess profits 
taxes should be 80 per cent of $821,086.11 or $656,868.89. 


It was and is undisputed that the normal tax and surtax 
to be used in the computation of the 80 per cent limitation 
should be the actual normal tax and surtax determined 
under Chapter 1, but the Commissioner contended that 
the other factor to be used in computing the amount of 
tax under the 80 per cent limitation was not petitioner’s 


17Without regard to the section 26(c) credit (see note 11, supra). 
18Regs, 111, see. 29.21-1, Appendix, p. vil. 
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true ‘‘corporation surtax net income, computed under sec- 
tion 15”’ upon which its surtax in fact was based, but a 
specially constructed ‘‘corporation surtax net income’’ 
computed as to long-term contracts under the special per- 
centage of completion method of accounting that petitioner 
had elected to use in arriving at its adjusted excess profits 
net mcome under Subchapter 2E. This contention was 
based upon a regulation issued by the Commissioner un- 
der section 736(b), which provided in part :}® 


‘‘The excess profits tax may be computed under 
section 710(a)(1)(B) as an amount which when added 
to the normal tax and surtax computed under Chapter 
1 equals 80 percent of the corporation surtax net in- 
come computed without regard to the credit under 
section 26(e) (relating to income subject to excess 
profits tax). For such purpose, the corporation sur- 
tax net income shall be determined by computing the 
income from long-term contracts upon the percentage 
of completion method of accounting * * * and the 
normal tax and surtax shall be the actual normal] tax 
and surtax determined under Chapter 1.’’ 


In other words, the Commissioner ruled that where a 
taxpayer invokes the special relief provisions of section 


‘‘adjusted excess profits net in- 


736(b) and computes its 
come’’ by using the percentage of completion method for 
long-term contract income in arriving at the measure of 
the tax provided under section 710(a) (1) (A): 

‘‘90 per centum of the adjusted excess profits net in- 


come,”’ 


it must also compute a special corporation surtax net 1n- 
come under the percentage of completion inethod of ac- 


19Regs. 112, sec. 35.736(b)-3(a), Appendix, p. xvi. 
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counting provided in section 736(b), rather than under its 
regular and accepted methods of accounting required by 
section 15, for the purpose of arriving at the alternative 
measure of tax under section 710(a)(1)(B): 
‘*80 per centum of the corporation surtax net income, 
computed under section 15.’’ 


The result in this case is to substitute, as the measure of 
the 80 per cent limitation, a specially constructed corpora- 
tion surtax net income of $2,120,523.10 (R. 58) for peti- 
tioner’s actual corporation surtax net income of $821,086.11 
(R. 60, 174) computed under section 15 and used for the 
purpose of determining its surtax, and to impose upon 
petitioner total taxes of $1,696,418.48 (R. 184), or more 
than two times the amount of tts ordinary corporate in- 
come for the tax year in question. 


The sole question on this appeal is whether this ruling 
of the Commissioner (incorporated in the italicized sen- 
tence in the foregoing regulation) is a correct interpre- 
tation of section 710(a)(1)(B). Petitioner contends, as 
is so clearly pointed out in both the dissenting opin- 
ions below (R. 171, 176), that the regulation is directly 
contrary to the statute, defeats the cardinal purpose 
of Congress in enacting the 80 per cent linitation, 
and operates to deny petitioner the benefit of the provi- 
sions Congress enacted for the specific purpose of proteet- 
ing taxpayers from inordinate burdens under the Excess 
Profits Tax Act. 


While the Tax Court sustained the Commissioner’s 
determination, it was by a closely divided court. Judge 
Van Fossan, who heard the case, wrote a dissenting opin- 
ion (R. 170), as did also Judge Kern (R. 176). Judges 
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Arundell, Black and Johnson concurred in Judge Van 
Fossan’s opinion and Judges Arundell and Black con- 
eurred in that of Judge Kern. 


We believe and submit, as pointed out hereafter, that 
the majority opinion cannot bear analysis and on its very 
face demonstrates the unsoundness of the Government’s 
contention. As pointed out in the dissenting opinion of 
Judge Van Fossan (R. 178): 

‘‘Although the statute nowhere suggests, and to my 
mind clearly dictates the contrary, the majority con- 
cludes that ‘the only reasonable interpretation of the 
statute * * * requires the use of the basis elected for 
every purpose of Subchapter E of Chapter 2 * * *.’ 
They thus write out [of] the statute the provision 
‘corporation surtax net income, computed under sec- 
tion 15’ saying that this ‘language does not clearly or 
even inferentially, prohibit computing corporation 
surtax net income by beginning with income upon a 
percentage of completion basis as required by the 
regulation * * *.’ IT cannot agree with such a negative 
approach to the question. The last quoted statement 

_of the majority assumes the conclusion it seeks and 

clearly violates the statute.’’ 


And (R. 171-172) : . 

“Tt is my judgment that petitioner is amply forti- 
fied in his contention that the term ‘corporation sur- 
tax net income’ denotes a specific concept which for 
any vear can be only the precise amount arrived at 
under section 15 of Chapter 1, I.R.C., and that sec- 
tion 710(a)(1)(B) in no way suggests a new concept 
of corporation surtax net income. On the contrary, 
Congress, by the use of the term ‘the corporation 
surtax net income’ amplified by the phrase ‘com- 
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puted under section 15’ and the reference to ‘Chapter 
1’ indicated clearly that the 80 per cent limitation was 
to be based on the actual corporation surtax net in- 
come on which the corporation’s surtax liability is 
imposed. In my judgment, section 710(a)(1)(B) was 
calculated to provide an alternative measure of the 
excess profits tax independent of the measure of such 
tax under section 710(a)(1)(A).”’ 


And, again, by Judge Kern in his dissenting opinion 
ine 79) 

‘‘In my opinion section 710(a)(1)(B) in using the 
words and figures ‘* * * 80 per centum of the cor- 
poration surtax net income, computed under section 
15 * * *’ means exactly what it says and should not 
be construed to read ‘* * * 80 per centum of the 
corporation surtax net income, computed under sec- 
tion 15 and/or section 736(b) of subchapter E of 
Chapter 2° * t,’”’ 


The foregoing statement sets out the basic facts and 
points of controversy between the parties. For a com- 
plete understanding of the problem, however, it is nec- 
essary briefly to review the general structure of the 
statutes imposing the income and the excess profits taxes.?° 
Since the only dispute between the parties is one of law 
as to the meaning of these statutes, it would appear more 
appropriate to consider their provisions in the course of 
the argument and we turn to that portion of our brief. 


20This court, of course, already has had occasion to consider cer- 
tain provisions of the Excess Profits Tax Act in Stimson Mill Co. 
vu. Commussioner of Internal Revenue, 163 F.2d 269, and James F. 
Waters, Inc. v. Commussioner of Internal Rev., 160 F.2d 596. 
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SPECIFICATION OF ERRORS RELIED UPON. 

Petitioner relies upon the following errors: 

The Tax Court erred: 

1. In failing to hold that the phrase ‘‘corporation sur- 
tax net income, computed under section 15’’ in section 
710(a)(1)(B) of the Internal Revenue Code refers to the 
specific corporation surtax net income computed under 
section 15 of Chapter 1 on which the surtax provided in 
Chapter 1 is imposed. 


2. In failing to hold that the so-called 80 per cent limi- 
tation prescribed in section 710(a)(1)(B) on the amount 
of excess profits tax must be determined by using the 
regular method of accounting applicable in determining 
the taxpayer’s surtax net income under Chapter 1. 


3. In holding that the percentage of completion method 
of accounting elected by the taxpayer with respect to its 
long-term contracts applied in the determination of the 
taxpayer’s corporation surtax net income computed under 
Chapter 1 for purposes of section 710(a)(1)(B). 


4. In failing to hold that section 710(a)(1)(A) and sec- 
tion 710(a)(1)(B) provide alternative and mutually ex- 
clusive methods of computing the taxpayer’s excess profits 
tax liability. 


5. In ordering and deciding that there is due from the 
taxpayer for the year 1942 a deficiency in excess profits tax 
in the amount of $355,342.21. 


6. Jn failing to determine and decide that there is due 
to taxpayer an overpayment of excess profits tax for the 
year 1942 in the amount of $935,575.38. 
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ARGUMENT. 


I. THE 80 PER CENT LIMITATION IS BASED ON THE LONG 
ESTABLISHED CONCEPT OF CORPORATE NET INCOME 
COMPUTED BY USING THE TAXPAYER’S REGULAR 
METHODS OF ACCOUNTING AND NOT ON A SPECIAL CON- 
CEPT OF INCOME USED IN ARRIVING AT THE ‘‘ADJUSTED 
EXCESS PROFITS NET INCOME’’ UNDER THE EXCESS 
PROFITS TAX ACT. 


The excess profits tax was first enacted by the Excess 
Profits Tax Act of 1940.2! Major amendments were added 
after Pearl Harbor by the Revenue Act of 1942.?? While 
this statute is the most complicated taxing statute ever 
enacted in the history of this country, nevertheless, in 
broad outline, it follows a relatively simple pattern—a 
pattern which is quite distinct from that of the companion 
and coexistent income tax law and yet correlated with that 
statute in certain essential respeets. A correct under- 
standing of the Excess Profits Tax Act requires, at the 
outset, a consideration of the basic structure of the income 
tax law and the manner in which these two statutes 
function side by side. 


Ever since the enactment of the Corporation Excise Tax 
Act of 1909°% there has been continuously in effect an 
income tax on corporations. While the statutes from time 
to time have differed with respect to the inclusion of cer- 
tain types of income (e.g., dividends received), and the 


21Act of June 25, 1940, sec. 201, ce. 419, 54 Stat. 516. The so- 
called ‘‘declared valne excess profits tax,’’ imposed by section 600 
of the Internal Revenue Code and in effect for many years, simply 
complements the capital stock tax (section 1200, Internal Revenue 
Code). 

22Act of October 21, 1942, ce. 619, 56 Stat. 798. 

23Act of August 5, 1909, c. 6, 36 Stat. 11. Although this tax was 
called an excise tax, in deference to the decision in Pollock v. 
Farmers’ Loan & Trust Co. (1895) 157 U.S. 429, and wag sustained 
as such (Flint v. Stone Tracy Co. (1911) 220 U.S. 107), it imposed 
an excise tax measured on net income and was in practical effect 
an income tax. 
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allowance of certain deductions and credits, every one has 
contained provisions identical in substantial respects with 
the provisions of sections 21, 22, and 23 of the Internal 
Revenue Code (quoted supra, p. 9); that is to say, they 
have provided that the net Ineome subject to tax shall be 
the gross income of the corporation less the deductions 
allowed by the statute. 


Neither the Revenue Act of 1909 nor that of 1913 con- 
tained a specific provision with respect to the method of 
accounting to be used in arriving at net income, although 
the statutes were phrased in language that indicated that 
returns should be made on the cash receipts and disburse- 
ments basis (see United States v. Anderson (1926) 269 
U.S. 422, 438, et seq.). Experience demonstrated, however, 
that income derived from certain types of businesses could 
not be computed on that basis alone, and the Treasury De- 
partment promulgated regulations permitting the use of 
other accepted methods of accounting that clearly reflected 
the taxpayer’s income.*! 


When Congress came to enact the Revenue Act of 1916 
it recognized the deficiency in the preceding statutes?® and 
added section 13(d)?° which provided: 


*4Treasury Regulations No, 31, Dee. 8, 1909, Arts. 5, 6; 
Treasury Regulations No. 33, Jan. 5, 1914, Arts. 158, 161, 182. 
See: Aluminum Castings Co, v. Routzahn, 282 U.S. 92, 97. 
25Report of the Committee on Ways and Means, House Report 
No, 922, 64th Cong., Ist Sess., p. 4: 

‘‘As two systems of bookkeeping are in use in the United 
States, one based on the eash or receipt basis and the other on 
accrual basis, it was deemed advisable to provide in the pro- 
posed measure that an individual or corporation may make 
return of income on either the cash or acerned basis, if the 
basis seleeted clearly reflects the income. 

26Revenue Act of 1916, c. 468, see. 18(d), 39 Stat. 756, 771. 
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‘‘A corporation * * * keeping accounts upon 
any basis other than that of actual receipts and dis- 
bursements, unless such other basis does not clearly 
reflect its income, may, subject to regulations made by 
the Commissioner of Internal Revenue, with the ap- 
proval of the Secretary of the Treasury, make its 
return upon the basis upon which its accounts are 
kept, in which case the tax shall be computed upon its 
income as so returned; * * *.”’ 


In the Revenue Act of 191877 all of these concepts, to- 
gether with provisions governing the accounting methods 
to be used in arriving at net income, were enacted into 
the income tax law. 


Section 232 of that statute (40 Stat. 1077) provided: 

‘““That in the case of a corporation subject to the 
tax lmposed by section 230 [the income tax] the term 
‘net income’ means the vross income as defined in 
section 233 less the deductions allowed by section 234, 
and the net income shall be computed on the same 
basis as is provided in subdivision (b) of section 212 
or in section 226.’’ 


Section 226, last referred to, provided for the special 
case of a taxpayer changing its method of accounting 
during its taxable year. Section 212(b), the section of 
general application, provided (40 Stat. 1064, 1065) : 

‘““The net income shall be computed upon the 
basis of the taxpayer’s annual accounting period 
(fiscal year or calendar year, as the case may be) in 
accordance with the method of accounting reqularly 
employed im keeping the books of such taxpayer; but 
if no such method of accounting has been so employed, 


27C. 18, 40 Stat. 1057. 
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or if the method employed does not clearly reflect the 
income, the computation shall be made upon such 
basis and in such manner as in the opinion of the 
Comninissioner does clearly reflect the income. If the 
taxpayer’s annual accounting period is other than a 
fiseal year as defined in section 200 or if the taxpayer 
has no annual accounting period or does not keep 
books, the net income shall be computed on the basis 
of the calendar year.’’ 


Under this statute the Commissioner promulgated Arti- 
cle 21 of Regulations 45 providing :?8 
‘‘Meaning of Net Income—The tax imposed 
by the statute is upon income. * * * Though 
taxable net income is wholly a statutory conception 
it follows, subject to certain modifications as to ex- 
emptions and as to some of the deductions, lines of 
commercial usage. Subject to these modifications 
statutory ‘net income’ is commercial ‘net income.’ 
This appears from the fact that ordinarily it is to be 
computed in accordance with the method of account- 
ing regularly employed in keeping the books of the 
taxpayer.”’ 


The reservation in the last sentence of the foregoing 
regulation, that ‘‘ordinarily’’ net income is to be com- 
puted in accordance with the method of accounting regu- 
larly employed in keeping the books of the taxpayer, is 
merely co-extensive with the statute; that is to say, in 
arriving at net income under the income tax law the 
method of accounting regularly employed is to be used un- 
less (1) no such method of accounting has been so em- 


28This article apphed to individuals, but was made applicable 
also to corporations by Article 531 of Regulations 45. 
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ployed, or (2) the method of accounting does not clearly 
reflect the income. If these tests are met net income 
under the income tax statute must be computed in accord- 
ance with the method of accounting regularly employed 
in keeping the books of the taxpayer. 


The foregoing provisions of the Revenue Act of 1918 
and the Regulations of the Commissioner thereunder have 
continued without substantial change to the present time. 
(See sections 21, 22, 23 and 41 of the Internal Revenue 
Code, quoted at p. 9, supra). 


By the Act of February 10, 1939 (53 Stat., Part 1), all 
of the internal revenue laws were enacted into the Inter- 
nal Revenue Code. The ordinary income taxes (normal 
taxes and surtaxes on individuals and corporations) were 
enacted into Chapter 1, and all of the familiar concepts 
governing the computation of income for the purposes of 
the income taxes became a part of that chapter. 


The Revenue Act of 1941 (55 Stat. 687), by amendments 
to Chapter 1 of the Internal Revenue Code, first provided 
for a division of the ordinary income tax on corporations 
into a normal tax and surtax,’? in accordance with the 
familiar pattern of individual taxes, and the normal tax 
net income and surtax net income were based upon the net 
income of the corporation computed under the provisions 
above referred to. 


Thus the income tax acts (now incorporated in Chapter 
1 of the Internal Revenue Code), and the regulations 


29Prior to that time a surtax had been imposed in special in- 
stances on undistributed profits, but no general surtax had been 
imposed on the ordinary net income as such. 
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thereunder, have from the very beginning recognized that 
the income computed under that chapter and subject to 
the normal tax and surtax is the ordinary commercial 
income of the taxpayer under its accepted and regular 
methods of accounting. ‘‘ With few exceptions, if anv, it 
is income as the word is known in the common speech of 
men.’’°° Quite apart from technical tax considerations the 
reason is apparent. This ‘‘income”’ of the taxpayer (com- 
puted by its regular methods of accounting) is its income 
for all general corporate purposes. It is the income on 
the basis of which dividends are declared. It is the in- 
come reported in its statements to stockholders. It is the 
income reported to financial institutions on the basis of 
which credit is extended. It is the income from which its 
taxes must be paid. As Judge Van Fossan points out 
in his dissenting opinion (R. 173), it represents the tax- 
payer’s ‘‘true earnings.”’ 


When Congress, just before the outbreak of the last 
war, by the Second Revenue Act of 1940,*! elected to tax 
excess war profits it did not, as it might have done, sim- 
ply increase the rates of taxation upon ordinary income, 
but instead enacted an entirely separate subchapter (Sub- 
chapter Ic) in Chapter 2 of the Internal Revenue Code. 
This subchapter levied a tax measured not by the ‘‘net 


oo 


income’’ of the corporation, but by the ‘‘adjusted excess 


” a special statutory income entirely 


profits net income, 
different from the actual income of the corporation. This 


special ‘‘adjusted excess profits net income’’ defined by 


30Cardozo, J., U.S. v. Safety Car Heating Co. (1936) 297 US. 
88, 99. 
31C, 757, sec. 201, 54 Stat. 974, 975. 
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section 710(b) of the Internal Revenue Code,®? was com- 
puted under the complicated provisions of the Excess 
Profits ‘Tax Act, with its numerous adjustments, credits, 
exceptions and relief provisions. After this ‘‘adjusted 
excess profits net income’’ was so computed it was sub- 
jected to a graduated tax ranging, first, from 25 per cent 
to 50 per cent,*> and, later, from 35 per cent to 60 per 
eent.°* 


After Pearl Harbor Congress sharply increased the rate 
of the excess profits tax by changing the graduated rates 
to a flat rate of 90 per cent (Jater in 1943 raised to 99 
per cent).2> Concerned, however, with the over-all effec- 


32°° Definition of Adjusted Excess Profits Net Income.—As used 
in this section, the term ‘adjusted excess profits net income’ m 
the case of any taxable year means the excess profits net income 
(as defined in section 711) minus the sum of: 

(1) Specific exemption.—A specific exemption of $5,000; 

(2) Excess profits credit—The amount of the exeess profits 
credit allowed under scction 712; and 

(3) Unused excess profits credit.—In the case of a taxpayer the 
normal-tax net income of which for the taxable vear is not more 
than $25,000, the amount by which the excess profits eredit for the 
preceding taxable year (if beginning after December 31, 1939) ex- 
ceeds the excess profits net income for such preceding taxable 
year.”’ 

338Section 710(a), Excess Profits Tax Act of 1940, as enacted by 
the Second Revenue Act, 1940, ¢. 757, see. 201, 54 Stat. 974, 975. 

34Section 710(a), Internal Revenue Code, as amended by the 
Revenue Act of 1941, c. 412, sec. 201, 55 Stat. 687, 699. 

Under the 1940 Act the taxpayer was allowed to deduct its in- 
come taxes from its excess profits net income (sec. 711(b) (1) (A), 
Internal Revenue Code, as enacted by the Revenue Act of 1940, ¢. 
757, see. 201, 54 Stat. 974, 976). Under the 1941 Act the ex- 
cess profits tax was deducted in computing the income tax (sec. 
23(c¢), Internal Revenue Code, as amended by the Revenue Act 
of 1941, c. 412, see. 202, 55 Stat. 687, 700). Under the 1942 Act 
the section 26(c) eredit became applicable (see footnote 11, page 
8, supra). 

35Revenue Act of 1942, e. 619, sec. 202, 56 Stat. 798, 899. 

Revenue Act of 1948, ¢. 68, sec. 202, 58 Stat. 21, 53. 
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tive rate of the normal tax, surtax and excess profits tax, 
Congress introduced a number of relief provisions to miti- 
gate the application of the tax on the adjusted excess 
profits net income at the 90 per cent rate, and also, 
for the first time, inserted the 80 per cent limitation in 
section 710(a)(1)(B). It is this section about which the 
controversy in this case revolves. 


As pointed out above, prior to these amendments the 
excess profits tax was based entirely on its own special 
concept of taxable income—‘‘adjusted excess profits net 
income’’—the computation of which was prescribed by 
the various provisions of Subchapter 2E of the Code. As 
to all provisions of the statute except section 710(a) (1) 
(B), the 1942 Act did not alter the measure of the tax. 
It remained basically a tax measured by the ‘‘adjusted ex- 
cess profits net income.’’ The many relief provisions in 
general merely modified the computation of this net income 
by affecting either excess profits net income or the excess 
profits credit, or both. One of these provisions was section 
736(b), which gave to taxpayers meeting certain qualifica- 
tions the mght, ‘‘for the purposes of this subchapter’’ 
(Subchapter 2), to compute their income from long-term 
contracts on the percentage of completion method of 
accounting. 


However, at the same time section 710(a)(1)(B) added 
an entirely new and alternative measure of the excess 
profits tax. Section 710(a)(1)(A) retained the former 
measure, that is, the tax was 


‘*90 per centum of the adjusted excess profits net 
imcome,”’ 
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but the alternative tax, appheable if in a lesser amount, 
was based upon a new measure, the corporation surtax net 
income computed under section 15: 


‘fan amount which when added to the tax im- 
posed for the taxable vear under Chapter 1 * * * 
equals 80 per centum of the corporation surtax net 
mcome, computed under Section 15 * * * but without 
regard to the credit provided in Section 26(e) * * *.” 


The foregoing review of the salient provisions and pat- 
tern of the income tax law (Chapter 1 of the Internal 
Revenue Code) and the Excess Profits Tax Act (Sub- 
chapter E of Chapter 2 of the Internal Revenue Code) 
brings into focus the issue in this case. The point of con- 
troversy is whether the corporation surtax net income, 
used as a measure of the SO per cent limitation in section 
710(a)(1)(B), is the actual corporation surtax net income 
of the corporation computed under section 15 in accord- 
ance with the taxpayer’s customary methods of account- 
ing and under the concepts of income that for nearly half 
a century have been incorporated in Chapter 1 and its 
predecessor provisions—the actual corporation surtax net 
income used for the purpose of computing petitioner’s 
surtax under section 15 and reflecting its ordinary 
corporate profits; or whether the ‘‘corporation surtax 
net income’’ which limits the over-all tax under section 
710(a)(1)(B) must be computed under the special per- 
centage of completion method of accounting that section 
736(b)—a relief provision of Subchapter E of Chapter 
2—permitted the taxpayer to use in computing its ‘‘ad- 
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justed excess profits net income’’ as the measure of the 
tax 1mposed by section 710(a)(1)(A). 


We subinit that the language of section 710(a)(1)(B), 
and the history and purpose of that provision, clearly 
and unambiguously show that Congress intended the lmi- 
tation to be measured by the actual surtax net income on 
which the surtax is based—the taxpaver’s ordinary cor- 
porate profits. 


II. SECTION 710(a)(1)(B) IN CLEAR AND UNAMBIGUOUS LAN- 
GUAGE PRESCRIBES THE USE OF THE ACTUAL CORPORA- 
TION SURTAX NET INCOME UPON WHICH THE CORPORA- 
TION SURTAX IS BASED UNDER CHAPTER 1 AND NOT 
A RECONSTRUCTED OR HYPOTHETICAL SURTAX NET 
INCOME. 


On the face of the statute, there can be no question as 
to the Congressional intent. Section 710(a) is explicit. 
To repeat, it provides that: 

‘‘There shall be levied, collected, and paid, for each 
taxable vear, upon the adjusted excess-profits net 
income, * * * a tax equal to whichever of the follow- 
ing amounts is the lesser: 


(A) 90 per centum of the adjusted excess-profits 
net income, or 


(B) an amount which when added to the tax 
imposed for the taxable year under Chapter | * * * 
equals 80 per centum of the corporation surtax net 
income, computed under section 15 * * * but with- 
out regard to the credit provided in section 26 (e) 
(relating to income subject to the tax imposed by 
this subchapter).’’ 


26 


By this section, as the foregoing history of the revenue 
act so clearly shows, an ‘‘entirely different and mutually 
exclusive statutory concept’’ was introduced into the stat- 
ute as a measure of the excess profits tax.°® Prior to the 
enactment of section 710(a)(1)(B), the excess profits tax 
had been measured solely by the ‘‘adjusted excess profits 
net income.’’ By section 710(a)(1)(B), however, a new 
and alternative measure of the tax was introduced. This 
alternative measure was based on the familiar concepts 
derived from Chapter 1—the normal tax, the surtax, and 
the corporation surtax net income computed under sec- 
tion 15. When Congress used the language ‘‘corporation 
surtax net income, computed under section 15,’’ it used it 
in the light of nearly half a century of history under the 
income tax acts during which concepts so well settled as 
to be beyond any possible misunderstanding or contro- 
versy had become imbedded in the law. In the light of 
that history and under those concepts ‘‘corporation sur- 


36The quoted clause is from the decision of this court in Stimson 
Mill Co. v. Commissioner of Internal Revenue (9th Cir. 1947) 163 
F.2d 269. That case is identical in prineiple with the case at bar. 
In the Stimson Mill case, the taxpayer elaimed the right to an 
exeess profits credit based both on section 722, the general relief 
provision, and on the so-ealled 75 per cent rule preseribed by see- 
tion 713(e)(1). This court held (p. 274) that the two separate 
statutory concepts of (1) ‘‘average base period net income’’ set out 
in section 713(e)(1), and (2) ‘constructive average hase period 
net income’’ found in seetion 722, were mutually exclusive, one 
applying in heu of the other, and that the 75 per cent rule pre- 
seribed for determining the one average base period net income 
eould not be grafted upon the other constructive base period net 
ineome. So, too, in this case, there are involved two separate statu- 
tory concepts prescribing the measure of the excess profits tax— 
whichever produces the lesser tax: (1) ‘‘adjusted exeess profits net 
income’’ under section 710(a)(1) (A); and (2) ‘‘corporation sur- 
tax net income’’ under section 710(a)(1)(B). These just as elearly 
are used in lieu of each other and are mutually exelusive measures 


of the excess profits tax. 
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tax net income, computed under section 15’? means and 
ean only mean a surtax net income based upon the tax- 
payer’s ordinary commercial income which is used for 
the purpose of computing its surtax under Chapter 1. As 
Judge Van Fossan points out (R. 171-172): 


““* * * Congress, by the use of the term ‘the corpo- 
ration surtax net income’ amplified by the phrase 
‘computed under section 15’ and the reference to 
‘Chapter 1’ indicated clearly that the 80 per cent 
lhmitation was to be based on the actual corporation 
surtax net income on which the corporation’s surtaa 
liability 1s imposed. * * * 


The majority correctly state that section 15(a), 
LR.C., defines ‘Corporation surtax net income’ as 
‘the net income’ minus certain prescribed credits, in- 
cluding the section 26(e) credit; that section 21 defines 
‘net income’ as ‘the gross income computed under 
section 22 less the deductions allowed by section 23’, 
and that section 41 provides that generally ‘net in- 
come shall be computed * * * in accordance with the 
method of accounting regularly employed in keeping 
the books of such taxpayer.’ These considerations are 
basic im the law. Thus ‘corporation surtax net income’ 
as defined in the statutes is gross income computed 
under section 22 less the deductions allowed bv sec- 
tion 23, minus certain credits enumerated in section 
15(a) and all computed in accordance with the method 
of accounting regularly employed by the taxpayer in 
keeping its hooks. It seems to me perfectly clear that 
Chapter 1 establishes a specific concept of corporation 
surtax net income and that this concept obtained in 
the present situation.”’ 


Section 710(a) (1) (B) refers to ‘‘the corporation surtax 
net income.’’ No other inference can be drawn from this 
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language than that there is only one corporation surtax 
net.income. And this, in fact, is true. The only provisions 
in the Internal Revenue Code setting forth a computation 
of ‘‘corporation surtax net income’’ are in section 15, 
referring, for this computation, to the settled concepts 
for arriving at net income under the taxpayer’s regular 
methods of accounting. (See pp. 8-9, supra.) Section 710(a) 
(1)(B) in no way suggests that it is introducing a new con- 
cept of corporation surtax net income upon which neither 
the surtax nor any other tax under the Code is imposed, 
and which is constructed for the sole purpose of measuring 
the 80 per cent limitation. 


The decision of the court below would be contrary to 
the plain language of section 710(a)(1)(B) if the section 
merely referred to ‘‘the corporation surtax net income.”’ 
But the section is even more specific. It describes the sur- 
tax net income as that ‘‘computed under section 15,’’ and 
thus simply borrows from Chapter 1 the corporation sur- 
tax net income already computed in arriving at the corpo- 
ration’s surtax liability. This conclusion as is pointed out 
by Judge Van Fossan (R. 171), is fortified by the refer- 
ence to Chapter 1.97 Every element for arriving at the tax 
under the 80 per cent limitation is based upon the Chapter 
1 taxes and the Chapter 1 income—the normal tax, the 
surtax, and the surtax net income. 


The Commissioner’s regulation seeks to superimpose 
upon the simple and logical pattern apparent on the face 
of section 710(a)(1)(B) a complex reconstruction of sur- 


37¢¢* * # on amount whieh when added to the tax imposed for the 
taxable year under Chapter 1 * * * equals 80 per centum of the 
corporation surtax net income, computed under scetion 15 * * *.”’ 
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tax net income which injects into the well-understood con- 
cepts of Chapter 1 the complexities of the special provi- 
sions of the Excess Profits Tax Act governing the compu- 
tation of ‘‘adjusted excess profits net income.”’ 


The court below put it (R. 168): 
‘“We compute under section 15, but the bookkeeping 
method is set for us by the election which placed under 
the percentage of completion method the income with 
which we started to compute under section 15.’’ 


Of course this can only mean, as Judge Kern said (R. 
179), that we compute ‘‘under section 15 and/or section 
736(b) of subchapter E of Chapter 2’’—a view which 
supposes that Congress deliberately enacted confusion by 
resorting to a term—‘‘corporation surtax net income, com- 
puted under section 15’’—to express an amount derived in 
part from section 15 and in part from Subchapter 2K. 
Such a construction is inadmissible under the salutary 
rule that 

‘‘* * * the plain, obvious and rational meaning of a 
statute is always to be preferred to any curious, nar- 
row, hidden sense that nothing but the exigeney of a 
hard case and the ingenuity and study of an acute 
and powerful intellect would discover.’’?® 


In the case at bar, the completed contract method of 
accounting regularly used by petitioner results in a total 
loss for the year 1942 from petitioner’s long-term contracts 
of $889,898.02 (R. 57). This loss is reflected in petitioner’s 
ordinary corporate profits available for all commercial 
purposes, including the payment of the tax here in con- 


38Lynch v. Alworth-Stephens Co. (1925) 267 U.S. 364, 370. 
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troversy. It is a loss which the Commissioner concedes 
must enter into the computation of surtax net income 
under section 15 to arrive at petitioner’s surtax for 1942. 
However, the court below held that petitioner’s surtax net 
income for the purpose of the 80 per cent limitation re- 
flects a gain from petitioner’s long-term contracts for the 
vear 1942 in the amount of $409,538.97 (R. 55-56). 


It is simply not true, as the court below says, ‘‘that 
the mere phrase ‘under section 15’ does not designate the 
method of accounting to be used,’’ and that petitioner’s 
corporation surtax net income ‘‘could have been computed 
even under section 15 under any one of several bases of 
accounting’ (R. 168). Section 15 defines the corporation 
surtax net income as ‘‘net income’’ minus certain credits, 


ee 


and section 41 provides that net income ‘‘shall be com- 
puted * * * in accordance with the method of accounting 
regularly employed in keeping the books of such tax- 
payer.’’ As Judge Van Fossan says (R. 172), ‘‘these 
considerations are basic in the law.’’ Moreover if sec- 
tion 710(a)(1)(B), in providing that the limitation shall 
be ‘‘80 per centum of the corporation surtax net income, 
computed under section 15,’’ does not prescribe a method 
of accounting, then it leaves unspecified the method of 
accounting to be used in arriving at petitioner’s income 
from sources other than long-term contracts (by far the 
largest part of its income (R. 58))—an obvious absurdity. 


Tt is no answer to suggest, as does the court below, that 
the term ‘‘corporation surtax net income, computed under 
section 15’’ as used in section 710(a)(1)(B) of Subchap- 
ter 2E may mean something else than the ‘‘corporation 
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surtax net income’’ defined in section 15 of Chapter 1. The 
eourt said (R. 166): 


“* * * we notice immediately that section 15 says that 


‘For the purposes of this chapter, the term ‘‘corpora- 
tion surtax net income’’ means * * *.’ Pointedly, then, 
the concept or meaning is delimited to Chapter 1, or 
income tax purposes. * * * for purposes of another 
chapter (such as Subchapter EK of Chapter 2) the 
expression may mean something else.”’’ 


In making this statement the court completely overlooks 
section 728 of Subchapter 2E, which provides: 


‘The terms used in this subchapter shall have the 
same meaning as when used in Chapter 1, * * *.’’ 


But the statement is subject to an even more fundamental 
vice. If it were true that the definition of ‘‘corporation 
surtax net inconie’’ in section 15 is ‘‘delimited to Chapter 


‘‘corporation surtax net 


1, or income tax purposes,’’ then 
income’’ would be nowhere defined in so far as it enters 
into the computation of the 80 per cent limitation, and 
the language ‘‘computed under section 15’’ in section 
710(a)(1)(B) is given no meaning whatever. The truth 
of the matter, of course, is that it is not section 15 but 
section 710(a)(1)(B), which is in Subchapter 2E, that 
dictates the use of the corporation surtax net income com- 
puted under section 15 ‘‘for the purpose’’ (to borrow the 
court’s phrase) of arriving at the 80 per cent limitation 
under Subchapter 2K. 


Nor is it an answer to make the assertion, as did the 
court below, that (R. 159) 


‘“* * * the petitioner’s true earnings are reflected by 
the percentage of completion basis of accounting. 
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That was the desire of the petitioner in electing that 
method.’’ 


It is difficult to believe that this statement was made 
deliberately. As Judge Van Fossan says (R. 173): 

‘“The statement by the majority that ‘the peti- 
tioner’s true earnings are reflected by the percentage 
of completion basis of accounting’ is plainly’ erro- 
neous. Its true earnings are those reflected in its 
income tax return and for that purpose its method of 
accounting with respect to long term contracts was 
the completed contract method. It was not the desire 
of taxpayer and it made no election to change that 
method of accounting in so far as computing its ‘true 
earnings’ was concerned. Its election was made only 
with reference to the excess profits net income. The 
true earnings of any taxpayer are reflected by com- 
putation thereof under the method of accounting regu- 
larly employed by it.’’ : 


No considerations under the income tax law are more 
basic. 


The court below also conceived that the doctrine of 


‘“consistency”’ 


required petitioner, after it had elected to 
compute its adjusted excess profits net income on the 
percentage of completion basis, to use the same method 
‘‘in the computation and ‘limitation’ so-called in section 
710(a)(1)(B)’’ (R. 161, et seq.). In support of this view 
it cited the only decisions referred to in its opinion (other 
than two cases cited generally on the question as to the 
weight to be given the Comniissioner’s regulations). It is 
significant to note that these decisions (discussed below), 
far from supporting the conclusion of the court, are 
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directly contrary to its reasoning on the very points for 
which they are cited. 


A first and conclusive answer to the court’s argument 
is that the so-called doctrine of ‘‘consistency’’ cannot 
override the clear mandate of the statute. In the statute 
here involved Congress has provided in terms as specific 
as words can read that the 80 per cent limitation shall be 
measured by ‘‘the corporation surtax net income, com- 
puted under section 15.’’ Even if the Commissioner should 
consider that it is “‘inconsistent’’ to adopt this measure 
of the tax, rather than one computed under all or part 
of the concepts of Subchapter 2E, it is not within his 
province so to provide by regulation.2® This is exactly 
what was held in two of the cases cited by the court below. 

Commissioner of Internal Revenue v. Hecht Co. 
(4th Cir. 1947) 163 F.2d 194; 
Commissioner of Internal Revenue v. Mackin Cor- 

poration (1st Cir. 1947) 164 F.2d 527. 


In each of these cases regulations of the Commissioner 
under the Exeess Profits Tax Act were held invalid as 
contrary to the statute, notwithstanding an argument that 
the regulations introduced consistency in accounting treat- 
ment into the statute. 


The Hecht case and the Mackin case involved section 
736(a), the companion provision to section 736(b) involved 
in the case at bar. Section 736(a) (Appendix, p. iv) 
permits a taxpayer who regularly reports income from 
installment sales on the installment basis to elect to report 
such income on the acerual basis in its excess profits tax 


39See p. 04 et seq., infra. 
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return. The taxpayers made this election and, in ac- 
cordance with the statute, adjusted the income from in- 
stallment sales in computing their excess profits net in- 
come for the preceding excess profits tax taxable years. 
The statute provided that 


‘‘In making such adjustments, no amount shall be 
included in computing excess profits net income for 
any excess profits tax taxable year on account of 
installment sales made in taxable years beginning 
before January 1, 1940.” 


Accordingly, the taxpavers did not include in excess 
profits net income any part of the installment payments 
received on account of sales made before January 1, 1940, 
but at the same time they deducted bad debts found to 
be uncollectible upon installment sales made prior to 
January 1, 1940. The Commissioner contended, in ac- 
cordance with his regulations (Regs. 109, sec. 30.786(a)-3), 
that these deductions were not allowable in computing 
excess profits net income since the income from the same 
installment sales had been excluded therefrom under the 
statute. The courts recognized that there was a seeming 
‘‘consistency’’ in the Commissioner’s argument that if 
items of income received in the pre-excess-profits-tax 
period are excluded from the computation of excess 
profits net income, deductions growing out of sales in the 
same period must also be disallowed. (See: Hecht case, 
163 F.2d 194, 197.) But in each case, the court held the 
regulation invalid, pointing out that when Congress pro- 
vided that no amount shall be ‘‘included”’ in excess profits 
net income on account of pre-1940 installinent sales, the 
word ‘‘included’’ must be read in the light of its settled 
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meaning under the revenue laws as referring to an item of 
income and not to an item of deduction. ‘‘The word ‘in- 
cluded’ is a word of art consistently used by Congress in 
tax statutes to refer to income ites as distinguished from 
items of deduction’’ (Mackin case, 164 F.2d, 527, 531). 
Deductions under the revenue law, the court pointed out, 
ordinarily are taken in the year in which ‘‘paid or ac- 
erued’’ or ‘‘paid or incurred,’’ and ‘‘We think, in view of 
its long experience in tax legislation, that if Congress had 
intended to require. that deductions, contrary to this 
general principle of federal tax law, could not be taken 
when ‘paid or accrued’ or ‘paid or incurred’ it would cer- 
tainly have said so explicitly and not leave so important 
a matter to vague inference’’ (Mackin case, 164 F.2d 
DIT, Jo2). 


These cases thus directly support petitioner’s position. 
They hold that the statute must be given effect in accord- 
ance with the accepted meaning of the terms used, not- 
withstanding the effort of the Commissioner to ‘‘legislate 
a provision into the statute’? (Mackin case, 164 F.2d 
527, 532) by regulations that he considers introduce a 


seeming ‘‘consistenev’’ into the law. 


In commenting on these cases, the court below says 
that the effect of these decisions is that ‘‘the acerual basis 
having been elected, was controlling for excess profits tax 
purposes * * * In short, the accrual basis having been 
elected, carried through’’ (R. 162-163). Nothing in the de- 
cision of either court gives any indication that any such 
ruling was made or was in the mind of the court. The 
decision in each case was based expressly upon the statu- 


tory language above set forth. 
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But aside froin the foregoing there is, in fact, no ‘‘in- 
consistency’’ involved in petitioner’s contention. The 
doctrine of ‘‘consistency’’ in the tax laws requires that 
the same accounting treatment shall be given to items of 
income and deductions in arriving at a measure of a tax, 
and this is entirely in accord with petitioner’s contention 
in the case at bar. All of the elements entering into the 
computation of petitioner’s adjusted excess profits net in- 
come have been computed on a consistent basis, and this is 
the only rule of ‘‘consisteney’’ applied by the courts in 
two other cases cited by the court below, 

Kimbrell’s Home Furnish. v. Commissioner of Int. 
Rev. (4 Cir. 1947) 159 F.2d 608; 

Commissioner v. South Texas Co. (1948) 3383 U.S. 
496. 


The Kimbrell’s Home Furnishings case also involved 
section 736(a). The taxpayer had elected to compute its 
excess profits net income from installment sales on the 
accrual basis and contended that, in computing its earn- 
ings and profits to be included in its invested capital for 
the purpose of its excess profits credit, it was entitled to 
include anticipated profits on installment obligations held 
by it at the beginning of the tax year. This represented a 
proper accrual on the accrual method of accounting. The 
Commissioner, however, had issued regulations requiring 
the taxpayer to disregard the acerual method in computing 
its accumulated earnings and profits to be included m the 
invested capital. The court held the regulation invalid, 
saying that ‘‘Since the excess profits tax must be computed 
bv determining the excess profits net income and deducting 
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therefrom the excess profits tax credit, it would seem 
logical that the method used in determining one should be 
consistent with the method used in determining the other’’ 
(159 F.2d 608, 610). The decision applies the principle of 
the long line of cases under the income tax laws that the 
method of accounting used to determine gross income must 
ordinarily be the same as that used to determine deduc- 
tions from such gross income. 


The court below, commenting on this decision, however, 
said (R. 164): ‘‘There the respondent had contended much 
as the petitioner does here, that the earnings should be 
figured, like the ordinary income, upon the installment 
basis.’’ This is patently misleading. The only computa- 
tion involved in Wimbrell’s case was the computation of 
the adjusted excess profits net income. Nothing said in 
that case has reference to surtax net income or lends any 
support to the decision of the court below that the measure 
of the tax, under section 710(a)(1)(B), is a net income 
computed in part under Chapter 1 and in part under 
Subchapter 2K. 


Comnussioner v. South Texas Co. (1948) 333 U.S. 496, 
likewise has no bearing on the case at bar. That case 
involved a taxpayer regularly reporting its income on the 
installment basis. Ji had.made no election under section 
736(a). Nevertheless, in computing its accumulated earn- 
ings and profits to be included in its invested capital for 
the purpose of arriving at its excess profits credit, it 
sought to include unrealized profit on installinent sales in 
accordance with the accrual method of accounting. Again, 
only the computation of adjusted excess profits net in- 
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come was involved. The court held that the taxpayer’s 
position was contrary to the ‘‘long-established congres- 
sional policy that a taxpayer generally cannot compute 
income taxes by reporting annual income on a cash basis 
and deductions on an accrual basis. Such a practice has 
been uniformly held inadmissible because it results in a 
distorted picture which makes a tax return fail truly to 
reflect net income’’ (333 U.S. 501). 


The court below, commenting on this decision, states 
that the Supreme Court stressed ‘‘that it is ‘uniformly 
held’ that the elected basis must be followed’’ (R. 164). 
Again, this is a plain misstatement of the holding as 
applied to the case at bar. The taxpayer in the South 
Texas case had inade no “‘election’’ of a special method 
of accounting for the purpose of computing its excess 
profits net income under section 736(a) or any other 
provision of Subchapter 2E. It had merely adopted, long 
prior to the taxable year in question, one of several per- 
missible methods of accounting as its regular method of 
accounting for incoie from its installment sales, and had 
made no change in this regular method of accounting after 
the enactment of the Excess Profits Tax Act. The ‘‘elected 
basis’’ referred to in the above quotation from the decision 
of the court below was simply the taxpaver’s regular 
method of accounting from which it sought to depart in 
computing its earnings and profits to be included in its 
invested capital. 

The last case cited by the Tax Court is West End Pur- 
niture Co., 6 T. C. 557, where the taxpayer also reported 
income on the installment basis. That case involved sec- 
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tion 26(e), which, as pointed out above (supra, p. 8), 
provides for a credit to be allowed against normal tax 
and surtax net income in ‘‘an amount equal to [the tax- 
payer’s] adjusted excess profits net income (as defined in 
section 710(b)).’’ The taxpayer’s regular method of ac- 
counting for income from installment sales was the in- 
stallment method and this method was used in computing 
its income under Chapter 1. However, in computing its 
adjusted excess profits net income under Subchapter 2E 
it elected under section 736(a) to compute its income from 
installment sales on the accrual basis. It then contended 
that although section 26(e) specifically provided that the 
eredit should be ‘‘an amount equal to its adjusted excess 
profits net income (as defined in section 710(b)),’’ it was 
entitled to compute a section 26(e) credit under its regular 
method of accounting. The Tax Court held that the elec- 
tion under section 736(a) operated to require the tax- 
payer to use the accrual method of accounting in computing 
its adjusted excess profits net income and that this was 
the amount section 26(e) provided should be the credit. 


The court below cites this decision for the proposition 
(R. 165) : 
‘“‘So it is seen that the method elected for excess 
profits tax purposes must be applied for every excess 
profits tax purpose, even though it is only in com- 
puting the section 26(e) credit in an ordinary income 
tax case.’’ 


Such an analysis is meaningless. It is, moreover, difficult 
to see how the Tax Court can feel that the West End Fur- 
niture case compels its conclusion in the case at bar, when 
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in its first opinion in that case it specifically approved peti- 
tioner’s contention.*° 


Nothing in petitioner’s contention in the case at bar is 
contrary in any way to the above decisions or the familiar 
principles they enunciate and apply. Section 710(a)(1) 
does not provide for the computation of income; it simply 
imposes a tax and provides alternative measures of that 
tax. In the case of section 710(a)(1)(A) the tax is 90 
per cent of the adjusted excess profits net income, coin- 
puted under Subchapter 2K; in the case of section 
710(a) (1)(B), the tax is an amount which when added to 
the Chapter 1 taxes equals 80 per cent of the corpora- 
tion’s surtax net income, computed under section 15. There 
is nothing inconsistent in providing alternative and mu- 
tually exclusive measures of a tax so long as each of the 
respective ‘‘net incomes’’ by which each of the alternative 
taxes is measured has been arrived at by the use of con- 
sistent accounting treatment throughout. There is no more 
inconsistency in such a statutory scheme than there would 
be if Congress had, for instance, provided that the tax- 
payer should compute a tax of 50 per cent of its net in- 
come under Chapter 1, and a tax of 90 per cent of its 
adjusted excess profits net income under Subchapter 2, 
and should then pay as its only tax based on income 
whichever amount was the lesser. 

As a matter of fact, it is the Commissioner’s regulation 


that introduces the only inconsistency into the statute, for 
it seeks to inject into the computation of corporation 


40See p. 58, infra, where the West End Furniture case is further 
diseussed. 


41 


surtax net income the concepts of Subchapter 2E that are 
entirely foreign to Chapter 1 and are concerned solely 
with the computation of the adjusted excess profits net 
income. Further, the decision offends the true con- 
sistency that Congress intended to operate under the 
statute, namely, a simple over-all limitation on total taxes 
which any businessman could understand and act upon 
—a limitation based not upon ‘‘the maze of novel and 
complicated concepts introduced into the Internal Reve- 
nue Code in 1940 by Subchapter E of Chapter 2”’ 
(Judge Kern, R. 177), but upon the familar concepts 
of Chapter 1 that reflect the taxpayer’s ordinary corpo- 
rate profits. As the Senate Finance Committee stated in 
its report accompanying the bill that introduced the 80 
per cent limitation (see p. 43, infra), the intent of Con- 
gress was that ‘‘« no case should more than 80 per cent 
of corporate profits be taken in normal tax, surtax, and 


excess profits tax.’’ 


Ill. THE HISTORY AND PURPOSE OF SECTION 710(a)(1)(B) 
SHOW THAT CONGRESS INTENDED THE 80 PER CENT 
LIMITATION TO BE MEASURED BY THE ACTUAL SURTAX 
NET INCOME UPON WHICH THE SURTAX IS BASED. 


So clear in meaning is the statute here involved that 
resort to extrinsic aids in construing it is not required.*! 
But if the legislative history be examined it fortifies in 


every way the conclusions we have set forth. 


41In Slough v. Commissioner of Internal Revenue (6 Cir. 1945) 
147 F. 2d 836, 839, the court pointed out: 

‘‘All too often the attention of the courts is sought to be 

diverted from the language of a statute susceptible of easy 
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Turning backward a moment, we have seen that when 
Congress came to draft the bill that became the Revenue 
Act of 1942, the revenue laws with respect to income taxes 
and excess profits taxes had assumed a definite pattern. 
On the one side, in Chapter 1, were the provisions govern- 
ing the ordinary income taxes. On the other side, in 
Subchapter 2K, were the provisions governing the excess 
profits tax. The concepts in both chapters, and the lan- 
guage in which they were expressed, were familiar to 
Congress and to the experts who aided it in drafting the 
statute. 


Section 710(a)(1)(B)—the 80 per cent limitation provi- 
sion—did not appear in the bill as passed by the House 
of Representatives. The House bill had increased the rate 
of the excess profits tax to a straight 90 per cent and 
had added a number of relief provisions. It did not, how- 
ever, alter the basic nature of the excess profits tax as a 
tax measured solely by the ‘‘adjusted excess profits net 
income.’’ When the bill reached the Senate Finance Com- 
mittee, that committee concluded that with the increase 
of the excess profits tax rate to 90 per cent, protection 
should be given the taxpayer against the combined impact 
of the normal tax, surtax and excess profits tax. Accord- 


interpretation to the confusing field of interpretative rules and 
regulations and legislative history. Resort to sueh field is, of 
eourse, sometimes neeessary. But not here; for the language 
of the statute under consideration is plain and unambiguous. 
If resort to legislative history had been deemed necessary, 
however, we think that the interpretation placed upon the 
statute by the minority of the Tax Court conforms to the 
intention of Congress as revealed by legislative history in the 
context.’’ 
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ingly, it wrote section 710(a)(1)(B) into the bill and 
explained its action as follows :** 


‘“The House bill placed a flat rate of 90 per cent 
upon excess profits in hen of the graduated rates of 
from 35 to 60 per cent in the present law. Your com- 
mittee concurs in this action. However, in order to 
eushion the impact of this severe rate in certain 
unusual cases and to provide incentive for economical 
corporate management and funds for post-war re- 
habilitation in the case of all corporations subject to 
the excess-profits tax, your committee bill contains the 
following provisions: 


(A) Limrration on ‘tHE Maximum Eirrective Rate 
OF THE CorporaTIoNn Norma Tax, SurtTax, AnD Excess 
Prorits Tax. 


The Committee hearings disclosed that in the case 
of a number of corporations, the combined effective 
rate of the normal tax, surtax, and excess-profits tax 
would approach 90 per cent. These companies have 
small excess-profits credits but having expanded tre- 
mendously in war work find almost all of their in- 
come subject to the 90 per cent excess-profits tax rate. 
Your committee feels that in no case should more than 
80 per cent of corporate profits be taken in normal 
tax, surtax, and excess-profits tax. Consequently, the 
bill limits the over-all effective rate of these taxes 
to 80 per cent of the surtax net income before its 
reduction by the credit for the income subject to ex- 
cess-profits tax. The effect of this provision is to 
reduce the excess-profits tax im such cases to an 
amount which when combined with the normal tax and 
surtax will not exceed the 80 per cent limitation.’’ 


42Senate Report No. 1631, 1942-2 Internal Revenue Bulletins, 
pp. 504, 530. 
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And again at page 636 of the same report, in comment- 
ing on the bill, the Committee added: 

‘‘This section corresponds to section 202 of the 
House bill. It amends section 710(a)(1) of the Code 
by inserting in lieu of the rate table now set forth 
therein a provision inrposing the tax at a flat rate of 
90 per cent of the adjusted excess profits net income. 
Your committee, however, believes that the sum of the 
corporate normal tax, surtax, and excess profits tax 
should not exceed 80 per cent of the corporation sur- 
tax net income (computed without any credit for in- 
come subject to excess profits tax). It has therefore 
amended this section to provide that the excess profits 
tax should be the lesser of the following: 90 per cent 
of adjusted excess profits net income, or an amount 
which when added to the tax imposed by Chapter 1 
(other than section 102) equals 80 per cent of the 
corporation surtax net income computed without the 
eredit provided in section 26(e) for income subject to 
excess profits tax.’’ 


The record is thus clear as to the Congressional pur- 
pose in enacting the 80 per cent limitation. Section 
710(a)(1)(B) was conceived of as an entirely new and 
alternative measure of the excess profits tax, independent 
of the measure of the tax under section 710(a)(1)(A) 
which theretofore had been the sole measure. While the 
Senate Committee concurred in the proposal of the House 
to increase the latter rate to a ‘‘flat rate of 90 per cent 
of the adjusted excess profits net tncome’’ proposed by 
the House bill, it added that, ‘‘however,’’ it ‘believes that 
the suin of the corporate normal tax, surtax, and excess 
profits tax should not exceed 80 per cent of the corporation 
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surtax net income (computed without any credit for in- 
come subject to excess profits tax).’’ The two measures of 
tax were thus placed in direct contrast. Each was intended 
to function solely in its own well-defined field—the 90 
per cent tax to be measured by the ‘‘adjusted excess profits 
net income’’; the alternative tax to be measured by 80 per 
cent of “‘the corporation surtax net income.’’ It was never 
intended that these two separate measures of the excess 
profits tax should be merged by tying the 80 per cent 
limitation to a hybrid incoine computed in part under the 
concepts employed in arriving at the surtax net income 
and in part under those employed in arriving at the ad- 
justed excess profits net income. 


Nor can there he any question as to what Congress 
meant when it said that ‘‘the corporation surtax net 
income’’ was to measure the limitation. Three times this 
measure is referred to in the Committee report as ‘‘the’’ 
corporation surtax net income, or ‘“‘the’’ surtax net in- 
come—the expression of a familiar and unambiguous 
concept requiring no explanation or description. 


Finally, one other and dominant purpose is evident 
from the Committee’s report, namely, that Congress in- 
tended the 80 per cent limitation to be measured by the 
ordinary corporate profits of the taxpayer. Its only 
concern in enacting the measure was to provide, as the 
Committee emphasized, ‘‘that uw xo case should nore than 
80 per cent of corporate profits be taken in normal tax, 
surtax, and excess profits tax’’ (supra, p. 43). The 
effort of the Commissioner to require in this case that 
petitioner use as a measure of the 80 per cent limitation 
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an artificial amount resulting in a total tax for 1942 of 
more than double the amount of its ‘‘corporate profits”’ 
for that year wholly nullifies this dominant purpose.‘ 


IV. NOTHING IN SECTION 736(b) OR ITS HISTORY AND PUR- 
POSE JUSTIFIES THE CONCLUSION THAT THE 80 PER 
CENT LIMITATION IS TO BE BASED ON ANY AMOUNT 
OTHER THAN THE ACTUAL CORPORATION SURTAX NET 
INCOME WHICH IS USED IN COMPUTING THE SURTAX. 


The court below relied heavily upon the general clause, 


*? appearing in see- 


‘for the purposes of this subchapter, 
tion 736(b). That section provides that a taxpayer having 
an abnormal amount of income from long-term contracts 
in a taxable year 


“* * * may elect, in its return for such taxable year 


for the purposes of this subchapter [Subchapter 25], 
* * * to compute * * * such income on the percentage 
of completion method *'* *’’## 


The court conceived that the clause, ‘for the purposes 
of this subchapter,”’ 


‘‘* * * requires the use of the basis elected for every 


purpose of Subchapter E of Chapter 2, therefore, 
requires its use in the computation and ‘limitation’ 
so-called in section 710(a)(1)(B)’’ (R. 161). 


43Tn enacting section 710(a) (1) (B), Congress had in mind exaetly 
the same considerations as when, by the same law, it enacted see- 
tion 456 into the Code (56 Stat. 887). That section provides an 
over-all limitation of 90 per cent of the ‘‘net income of the [indi- 
vidual] taxpayer for the taxable year’’ on the eombined rate of the 
normal tax, surtax and victory tax—a provision still preserved 
(with a ceiling of 77 per cent) in seetion 12 (ec) of the Internal 
Revenue Code. 

44 Appendix, p. Vi. 
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At the very outset, as Judge Van Fossan points out 
(R. 174-175), this holding involves a manifest absurdity. 
The measure of the excess profits tax under section 
710(a)(1)(B) involves two factors, the Chapter 1 taxes 
and the surtax net income. If section 736(b) requires the 
elected method to be used ‘‘for every purpose’’ in com- 
puting the tax under section 710(a)(1)(B) obviously the 
normal tax and surtax, as well as the surtax net income, 
would have to be computed on the elected basis, a result 
contrary to the statute and to the Commissioner’s regu- 
lations. 


But the ruling of the court is erroneous for much more 
basie reasons. ‘'T'o construe the general term, ‘‘for the 


> as a requirement that the 


purposes of this subchapter,’ 
80 per cent limitation be based upon a corporation surtax 
net income reconstructed under section 736(b), simply 
writes out of the statute the specific provision of section 
710(a)(1)(B) declaring that the limitation shall be meas- 
ured by ‘‘the corporation surtax net income, computed 
under section 15.’’ Such a result offends the most funda- 
mental rules of statutory construction. It overrides a 
specific provision by an unnecessary extension of a gen- 
eral clause, ignores the history and purpose of the statute, 
introduces conflict instead of harmony into its provisions, 
and converts a remedial statute into an instrument of 
oppression and a trap for the unwary. 

There is perhaps no rule so firmly rooted in our law 
as that which requires that in construing a statute all of 
its provisions shall be taken into account, harmonized, and 
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made meaningful. In addition, the courts have empha- 
sized that the true meaning of any single section of a 
statute, particularly in a setting as complex as that of 
the revenue laws, cannot be ascertained unless it be con- 
sidered in connection with other related sections and con- 
strued in the light of the history of the tax laws of which 
it is an integral part. 


In Helvering v. Morgan’s Inc. (1934) 293 U.S. 121, 126, 
the court, speaking through Justice (later Chief Justice) 
Stone, said: 

‘But the true meaning of a single section of the 
statute in a setting as complex as that of the revenue 
acts, however precise its language, cannot be ascer- 
tained if it be considered apart from related sections, 
or if the mind be isolated from the history of the 
income tax legislation of which it is an integral part.”’ 


And in Ex parte Public Bank (1928) 278 U.S. 101, 104, 
the court pointed out that: 

‘No rule of statutory construction has been more 
definitely stated or more often repeated than the 
cardinal rule that ‘significance and effect shall, if 
possible, be accorded to every word. As early as in 
Bacon’s Abridgment, sect. 2, it was said that ‘‘a stat- 
ute ought, upon the whole, to be so construed that, 
if it can be prevented, no clause, sentence, or word 
shall be superfluous, void, or insignificant.’’ ’ ”’ 


The purpose of a statute is to be deduced from a view 
of every material part, bearing in mind that each provi- 
sion was intended to have life and meaning in accordance 
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with the manifest purpose of the statute as a whole.‘ 
Words and phrases are to be given their ‘‘normal and 
customary meaning,’’!® remedial legislation is to be con- 
strued liberally in favor of the taxpayer,'* and over and 
over again the courts have pointed out that specific pro- 
visions prevail over general ones—‘‘ However inclusive 
may be the general language of a statute, it ‘will not be 
held to apply to a matter specifically dealt with in another 


part of the saine enactment * * *.’ 7748 


In the case at bar it is not only ‘‘possible’’ to adopt a 
construction in harmony with these basic principles, but 
such a construction is the only one that in fact accords 
with the plain words of the statute itself and with its 
purpose. Both section 710(a)(1)(B) and section 736(b) 
are entirely harmonious, one with the other, and each 
clearly fulfills its own intended function and purpose 
without conflict. The election under section 736(b), ‘‘for 
the purposes of this subchapter,’’ 1s, as Judge Van Fossan 
points out (R. 175), an election to compute income in 


45Helvering v. Morgan’s Inc. (1934) 293 U.S. 121, 126; 
Alexander v. Cosden Pipe Line Co. (1934) 290 U.S. 484, 496; 
McDonald v. Thompson (1938) 305 U.S. 263, 266; 

Musselman Hub-Brake Co. v. Com’r of Internal Revenue (6th 
Cir. 1943) 139 F.2d 65, 67; 
Ginsberg & Sons v. Popkin (1932) 285 U.S. 204, 208. 
46Walluce v. Commussioner of Internal Revenue (9th Cir. 1944) 
144 F.2d 407, 411. 

47Bonuit Teller & Co. v. United States (1931) 2838 U.S. 258, 2638; 
McDonald v. Thompson (1938) 305 U.S. 2638, 266; 

Slough v. Comneissioner of Internal Revenue (1945) 147 F.2d 
836, 839. . 

48MacKvoy Co. v. United States (1944) 322 U.S. 102, 107; 
Ginsberg & Sons v. Popkin (1932) 285 U.S. 204, 208; 

Missouri v. Toss (1936) 299 U.S. 72, 76; 
Townsend v. Little (1883) 109 U.S. 504, 512; 
Robinson v. United States (8 Cir. 1944) 142 F.2d 431, 432. 
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arriving at the ‘‘adjusted excess profits net income.’’ So 
the regulations of the Commissioner expressly provide.*® 
And such is the purpose to which Subchapter 2K as a 
whole is addressed. 


As we have seen, section 736(b) was added to the excess 
profits tax provisions by the Revenue Act of 1942. Under 
the law prior thereto, the excess profits tax was based 
entirely on the adjusted excess profits net income computed 
under the special concepts of taxable income prescribed by 
the provisions of Subchapter 2K of the Code. If section 
710(a)(1)(B) had never been added, no question ever 
would have arisen as to the function of section 736(b). It 
would have operated in full vigor in the computation of 
excess profits net income or the excess profits income 
credit, or both. 


Section 710(a)(1)(B) does not alter this in any respect. 
Section 756(b) continues to operate in the computation 
of the adjusted excess profits net income. It is only 
after this net income has been computed under section 
736(b) and the other provisions of Subchapter 2H, and 
after the corporation surtax net income has been computed 
under section 15, that section 710(a)(1)(A) and section 
710(a)(1)(B) operate in the computation of the excess 
profits tax. Thus both section 736(b) and section 710(a) 
(1)(B) operate fully in every case, each in its own field, 

49Regs, 112, sec. 35.736(b)-2, (Appendix, p. xiv): 

‘‘The election made pursuant to section 736(b) and this see- 
tion to compute income from long-term contracts upon the 
percentage of completion method of accounting shall apply 
only with respeet to average base period net income and to 


exeess profits net income for an excess profits tax taxable 
year.” 
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and in harmony with each other. Neither section 710(a) (1) 
(A) nor section 710(a)(1)(B) pertains to the computation 
of income at all. They simply impose a tax (whichever is 
the lesser) upon income already computed. Under section 
710(a)(1)(A) the tax is 90 per cent of the ‘‘adjusted ex- 
cess-profits net income’’; under section 710(a)(1)(B) it is 
‘fan amount which when added to the tax imposed for the 
taxable year under Chapter 1 * * * equals 80 per centum 
of the corporation surtax net income, computed under 
section 15.’’ As Judge Van Fossan so clearly points out 
in his opinion (R. 175-176) : 
“It is significant that Chapter 1 provides for the 
computation and determination of corporation surtax 
net income, whereas Subchapter E of Chapter 2, 
which includes section 736(b), provides for the com- 
putation and deterinination of adjusted excess profits 
net income. Section 710(a)(1), although included in 
Subchapter E of Chapter 2, does not pertain to the 
computation of mcome of any kind but merely pro- 
vides two measures for the excess profits tax, the one 
being the adjusted excess profits net income and the 
other the corporation surtax net income without re- 
gard to the credit relating to the income subject to 
the excess profits tax less the tax imposed by Chap- 
ter 1.’’ 


As in the case of the legislative history of section 
710(a)(1)(B) (supra, p. 48), so also the legislative his- 
tory of section 736(b) demonstrates that the construc- 
tion given that section by the dissenting members of the 
court below is the only one that accords with the Con- 
gressional intent. Section 736(b) was added to the bill 
that became the Revenue Act of 1942 by the Senate 
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Finance Cominittee. The report of that committee con- 
cerning this section, copied in the margin,®° shows that 
Congress by this amendment intended primarily to affect 
the excess profits credit, which in turn affects the adjusted 
excess profits net income. 


That section 736(b) was intended to affect only the 
computation of the adjusted excess profits net income and 
not ‘‘the corporation surtax net income, computed under 
section 15’’ referred to in section 710(a)(1)(B) is made 
even clearer by a further significant aspect of the legis- 


50°*\any contractors under the income-tax law have elected to 
report their income in the year in whieh the contract was com- 
pleted. When the excess profits tax was enacted, it was recognized 
that it would be inequitable to compel the taxpayer to report all of 
its income for a long-term eontraet in one year. A provision was 
inserted in the law which had the effeet of permitting the taxpayer 
for excess-profits tax purposes to exelude from its ineome for the 
taxable year that portion of the mcome from the long-term con- 
tract attributable to other years. However, under the existing law, 
if such ineome was attributable to years in the base period, it was 
held by the Treasury that such income did not inercase the base- 
period eredit used by average earnings corporations in computing 
theix excess-profits tax. 

Your committee has amended the existing law to make it clear 
that in such eases the net ineome attributable to the base-period 
years will inerease the average earnings ercdit. 

%¢ * * *% *% 

Your committee has added a new subsection (b) to section 736 
to provide relief to taxpayers reporting income from long-term 
contraets upon the completed contract method of accounting. Sueh 
income is bunched in the year in which it is reported and unless it 
is spread out over the period of the contract under which the work 
has been performed a distorted picture of the taxpayer’s true 
earnings for sueh year is presented. Since only one excess profits 
credit would be allowed in computing adjusted excess profits net 
income for such year, whereas several exeess profits eredits would 
have been utilized if the income from the contract were returned 
in the years during which the work was being done, an inordinate 
excess profits tax would be collected from sueh taxpayer upon such 
ineome’’ (Senate Report No. 1631, 1942-2 Internal Revenue Bul- 
letins, 504, 540, 657). 
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lative history. Section 736(b) and section 710(a)(1)(B) 
were both added to the Revenue Bill of 1942 by the Senate 
Finance Committee. Section 736(b), however, was pat- 
terned after its companion provision relating to install- 
ment basis taxpayers—section 736(a), which section is 
identical with section 736(b) so far as the present ques- 
tion is concerned. However, section 736(a) appeared in the 
House bill and contained a clause identical in substance 
with that here involved, i.e., ‘‘for the purposes of the tax 
imposed by this subchapter’’ (Appendix, p. iv). Yet the 
House bill did not contain section 710(a)(1)(B), and ‘‘for 
the purposes of the tax imposed by this subchapter’’ could 
not possibly have referred to the neasure of the 80 per cent 
limitation under section 710(a)(1)(B), a section later in- 
serted in the bill by the Senate Finance Committee. 


V. THE REGULATIONS UPON WHICH THE COMMISSIONER 
RELIES ARE MERELY INTERPRETIVE, HAVE BEEN CHAL- 
LENGED BY A CO-ORDINATE BRANCH OF THE GOVERN- 
MENT, AND ARE INVALID BECAUSE CONTRARY TO THE 
STATUTE. 


The Tax Court accorded virtually controlling weight to 
the Commissioner’s regulations, saying that Congress had 
‘twice left the matter to regulation’’ because of the com- 
plexity of the excess profits statute and its interlocking 
with the income tax law. The court said (R. 160): 


‘*Section 736(b) specially provides that the petitioner 
may elect to compute its income ‘in accordance with 
regulations prescribed by the Commissioner’ upon the 
percentage of completion method; also, that the elec- 
tion shall be made in accordance with such regula- 
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tions. The reason Congress so provided and twice 
left the matter to regulation obviously lay in the 
complexity of the excess profits statute, its interlock- 
ing with the income tax law, and the irrevocability of 
the election.”’ 


But the special provisions of section 736(b) relating to 
regulations refer only to the administration of the act. 
Section 736(b) provides: 

‘«* * * (the taxpayer] may elect * * * to compute, in. 
accordance with regulations prescribed by the Com- 
missioner with the approval of the Secretary, such 
income upon the percentage of completion method of 
accounting. Such election shall be made in accord- 
ance with such regulations * * *.’’ 


Thus the regulations authorized are those relating (1) 
to the manner of computing income on the percentage of 
completion method and (2) to the manner in which the 
election shall be made. Concededly, petitioner has com- 
plied with such regulations. 

The regulation involved in this case, however, has no 
administrative aspect; it states a substantive measure of 
the tax. Congress itself provided the measure of the tax 
and did not leave it to regulation. The regulation here is 
purely interpretive—stating the ‘‘supposed command of 
the statute.’’ Such a regulation must stand or fall upon 
an independent construction by the court of the statute 
upon which it is based. As Chief Justice Stone said, 
speaking for the court in Haggar v. Helvering (1940) 308 
U.S. 389, 398: 


‘‘On the argument the Commissioner admitted that 
this ruling served no administrative or governmental 
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convenience or purpose apart from compliance with 
the supposed command of the statute. There is thus 
a complete absence of: those reasons which ordinarily 
lead courts to give persuasive force to an adminis- 
trative construction and which justify their acceptance 
of it in preference to their own.”’ 


lt is axioinatie in our constitutional law that the Com- 
missioner has no power ‘‘to legislate a provision into the 
statute which Congress for good reason had seen fit to 
oiat.’?51 
‘“The Secretary of the Treasury cannot by his regu- 
lations alter or amend a revenue law. All he can do 
is to regulate the mode of proceeding to carry into 
effect what Congress has enacted. * * * The regula- 
tion * * * is manifestly an attempt to put into the 
body of the statute a limitation which Congress did 
not think it necessary to prescribe. * * * In our 
opinion, the object of the Secretary could only be 
accomplished by an amendment of the law. That is 


not the office of a treasury regulation’’ (Morrill v. 
Jones (1882) 106 U.S. 466, 467). 


And see: 
Trust of Bingham v. Comm’r (1945) 325 U.S. 365; 
Koshland v. Helvering (1936) 298 U.S. 441, 447; 
Manhattan Co. v. Commissioner (19386) 297 U.S. 
129, 134. 
In the case last cited the court said (p. 184): 
‘The power of an administrative officer or board 
to adininister a federal statute and to prescribe rules 
ACommissioner of Internal Revenue v. Mackin Corp. (1 Cir. 
1947) 164 F.2d 527, 582. 


And see, Lurie v. Commissioner of Internal Revenue (9 Cir. 1946) 
156 F.2d 436, 437. 
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and regulations to that end is not the power to make 
law—for no such power can be delegated by Con- 
gress—but the power to adopt regulations to carry 
into effect the will of Congress as expressed by the 
statute. A regulation which does not do this, but 
operates to create a rule out of harmony with the 
statute, is a mere nullity.”’ 


The fact that the Excess Profits Tax Act 1s a complex 
statute of course gives the Commissioner no more au- 
thority than he has with respect to any of the revenue 
Jaws and the courts have not hesitated so to declare. The 
Commissioner’s authority to prescribe regulations under 
736(a) is identical with his authority under section 736(b). 
Yet in five cases the courts have found regulations under 
section 736(a) to be contrary to the statute and invalid. 

Commissioner of Internal Revenue v. Hecht Co. (4 
Cir. 1947) 168 F.2d 194 (Regs. 109, sec. 30.736 
(a)-3) ; 

Commissioner of Internal Revenue v. Mackin Corp. 
(1 Cir. 1947) 164 F.2d 527 (Regs. 109, sec. 30.736 
(a)-3) ; 

John Breuner Company, 7 T.C.M. 274 (Regs. 109, 
sec. 30.736(a)-3) ; 

White Brothers Co., 7 T.C.M. 570 (Regs. 109, see. 
30.736(a)-3) 5 

Kimbrell’s Home Furnish. v. Commissioner of Int. 
Rev. (4 Cir. 1947) 159 F.2d 608 (Regs. 112, see. 
39.736(a)-2). 


And in still other cases, regulations of the Comuis- 
sioner under other provisions of the Excess Profits Tax 
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Act have been held invalid because contrary to the 
statutory provisions. 
J. F. Johnson Lumber Co., 3 T.C. 1160 (Regs. 109, 
sec. 30.711(a)-2) ; 
The City Auto Stamping Co., 7 T.C. 354 (Regs. 
109, see. 30.711(b)-2) ; 
Gifford-Hill, 11 T.C. No. 97 (Regs. 112, see. 
Den ao-2)% 


In the case at bar, moreover, a special situation obtains 
in the administrative history of section 710(a)(1)(B) and 
section 736. From the very beginning officers of a co-ordi- 
nate branch of the government have been in flat disagree- 
iment with the Commissioner in respect of the question 
involved in the case at bar. From the time the question first 
arose, the Staff of the Joint Committee of Congress on 
Internal Revenue Taxation®” has construed section 710(a) 
(1)(B) and sections 736(a) and 736(b) in accordance with 
petitioner’s contentions. In a series of cases involving the 
Commissioner’s regulations under section 786(a), which 
are identical on the point here involved with those in con- 
troversy under section 736(b), the Staff of the Joint Com- 
mittee objected to proposed refunds to taxpayers, based on 
the regulations, on the ground that they are in conflict with 
the statute (R. 69, 71, 73). The views of the Staff as to 


52The Joint Committee of Congress on Interna] Revenue Taxa- 
tion is charged by statute (see. 5011, I-R.C.) with the duty ‘‘To 
investigate the operation and effects of the Federal system of 
internal revenue taxes’’ and ‘‘To investigate the administration 
of such taxation by the Burean of Internal Revenue or any exeeu- 
tive department, establishment, or agency charged with their ad- 
ministration.’’ It is the Committee to whieh the Commissioner is 
required to refer al] refunds or credits in excess of $75,000 (see. 
3fit, LR.C.). 


' 
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these regulations and the companion regulations under sec- 
tion 736(b) are summarized in a statement by Mr. Colin F. 
Stain, Chief of Staff of the Joint Committee, who assisted 
in the drafting of the Revenue Act of 1942 and testified at 
the hearings before the committees of Congress in connec- 
tion with the bill? This statement is set forth in the 
record in this case (R. 134): 

‘‘At the present time, the staff has taken the posi- 
tion in several refund cases pending before it that 
the 80 per cent limitations should he computed on the 
basis of the corporation surtax net income computed 
under section 15, but without regard to the credit 
provided in section 26({e) relating to the income 
subject to the excess profits tax. Nether section 
710(a)(1)(B) nor section 15 defining surtax net 
income provides a different method for determining 
the surtax net income upon which the 80 percent 
limitation ts computed where an election, if any, 1s 
made under section 736(b) of the Internal Revenue 
Code reluting to an election on long-term contracts.”’ 


In addition to the foregoing conflict in construction be- 
tween co-ordinate branches of the government, the Tax 
Court itself, when it first considered the question, reached a 
conelusion in accordance with petitioner’s contentions. The 
precise point was considered in West End Furniture Co., 
6 T. C. 557 (stated supra, p. 38), an opinion printed in the 
record in this case, where the court said (R. 118): 

‘‘Petitioner, in its amended excess profits tax re- 
turn, filed on Form 1121, at item 13, computed the 


53Sec hearings before Senate Finance Committee on H. R. 7378, 
Revenue Act of 1942, 77th Cong. 2nd Sess. Vol. 1, pp. 77 et seq.; 
hearings before the House Committee on Ways and Means on 
Revenue Revision of 1942, 77th Cong. 2nd Sess. Vol. 2, p. 1948. 
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80 percent limitation provided for in section 710(a) 
(1)(B) of the code on the basis of a surtax net income 
computed on the accrual basis, instead of the install- 
ment basis upon which its surtax net income was ac- 
tually computed. * * * It should, however, be pointed 
out that an erroneous figure was used by petitioner 
in arriving at the amount which purported to be the 
limit of income and excess profits taxes which could 
be imposed by reason of section 710(a)(1)(B). Its 
surtax net income, computed under section 15 as 
section 710(a)(1)(B) provides, was computed on the 
installment basis, and [it] is 80 percent of ¢hat figure 
which is the limit imposed by section 710(a)(1)(B).’’ 


After the decision containing the foregoing statement 
was rendered, the Commissioner of Internal Revenue filed 
a motion requesting the court to delete this portion of its 
opinion on the ground that it was unnecessary for the 
decision of the case (R. 121). The taxpayer having no 
objection, this motion was granted (R. 120). While the 
Tax Court in the case at bar, over the dissent of five 
judges, has of course reached a contrary view to that 
earlier stated in the West End Furniture case, the orig- 
inal opinion in that case serves to emphasize the lack of 
consistency in the construction of this statute. 


It is, of course, well settled that where an administrative 
construction has not been consistent and uniform, it will 
be ‘‘taken into account a to the extent that it 1s sup- 
ported by valid reasons’ 

‘“‘The familar oe is invoked that Mieal weight 
is attached to the construction consistently given to a 
statute by the executive department charged with its 
administration. * * * But the qualification of that 
principle is as well established as the principle itself. 
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The Court is not bound by an administrative con- 
struction, and if that construction is not uniform and 
consistent, it will be taken into account only to the 
extent that it is supported by valid reasons’’ (Burnet 
v. Chicago Portrait Co. (1931) 285 U. 8. 1, 16). 


To the same effect are: 
United States v. Mo. Pac. R. Co. (1929) 278 U.S: 
269, 280; 
Haggar Co. v. Helvering (1940) 308 U.S. 389, 398; 
United States v. Factors & Finance Co. (1933) 288 
U.S. 89, 95-96. 


CONCLUSION. 

For each of the foregoing reasons we respectfully sub- 
mit that the judginent of the Tax Court is erroneous and 
should be reversed. 

Dated: San Francisco, California, 

January 14, 1949. 
Respectfully submitted, 

Francis R. KirkHamM, 
SicvaLp NIELson, 

Harry R. Horrow, 

Murray GARTNER, 

Attorneys for Petitioner. 
Pituspury, Mapison & Surro, 
Of Counsel. 
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STATUTES AND REGULATIONS INVOLVED. 


Internal Revenue Code: 
“Sec. 15. Surtrax on Corporations. 


**(a) Corporation Surrax Nerv Income.—For the pur- 
poses of this chapter, the term ‘corporation surtax net 
income’ means the net income minus the credit for income 
subject to the tax imposed by Subchapter FE of Chapter 2 
provided in section 26(e) and minus the credit for divi- 
dends received provided in section 26(b) (computed by 
limiting such eredit to 85 per centum of the net income 
reduced by the credit for income subject to the tax im- 
posed by Subchapter EK of Chapter 2 in lieu of 85 per 
centum of the adjusted net income so reduced), and minus, 
in the case of a public utility, the credit for dividends paid 
on its preferred stock provided in section 26(h). For the 
purposes of this subsection dividends received on the pre- 
ferred stock of a public utility shall be disregarded in 
computing the credit for dividends received provided in 
section 26(b).’’ 


(b) Imposition or T’ax.—There shall be levied, collected 
and paid for each taxable year upon the corporation sur- 
tax net income of every corporation (except a Western 
Hemisphere trade corporation as defined in section 109, 
and except a corporation subject to a tax imposed by sec- 
tion 231(a), Supplement G or Supplement Q) a surtax as 


follows: 
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Sec. 21. Net Income. 

(a) Derinirion.—‘ Net income’’ means the gross income 
computed under section 22, less the deductions allowed by 
section 23. 


Sec. 26(e) : 


Income Sussect to Excess-Prorits Tax.—In the case of 
any corporation subject to the tax nnposed by Subchapter 
KE of Chapter 2, an amount equal to its adjusted excess- 
profits net income (as defined in section 710(b). In the 
case of any corporation computing such tax under section 
721 (relating to abnormalities in income in the taxable 
period), section 726 (relating to corporations completing 
contracts under the Merchant Marine Act of 1936), sec- 
tion 731 (relating to corporations engaged in mining 
strategic minerals), or section 756(b) (relating to corpora- 
tions with income from long-term contracts), the credit 
shall be the amount of which the tax imposed by such 
subchapter is 95 per centum. For the purpose of the 
preceding sentence the term ‘‘tax imposed by Subchapter 
KE of Chapter 2’’ means the tax computed without regard 
to the limitation provided in section 710(a)(1)(B) (the 80 
per centum limitation), without regard to the credit pro- 
vided in section 729(c) and (d) for foreign taxes paid, 
and without regard to the adjustments provided in section 
734. This subsection shall not apply to any corporation 
exempt froin such tax under section 725 or section 727. 


Sec. 41. Greneraut RuLE. 


The net income shall be computed upon the basis of the 
taxpayer’s annual accounting period (fiscal year or calen- 
dar year, as the case may be) in accordance with the 
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method of accounting regularly emploved in keeping the 
books of such taxpaver; but if no such method of ac- 
counting has been so employed, or if the method employed 
does not clearly reflect the incoine, the computation shall 
be made in accordance with such imethod as in the opinion 
of the Commissioner does clearly reflect the income. If 
the taxpaver’s annual accounting period is other than a 
fiseal year as defined in section 48 or if the taxpayer has 
no annual accounting period or does not keep books, the 
net income shall be computed on the basis of the calendar 
year. 


For use of inventories, see section 22(c¢). 


Sec. 42. Prriop In Wuicu Items or Gross Income In- 


cLUDED + * *. 


(a) GENERAL Ruite.—The amount of all items of gross 
income shall be included m the gross income for the tax- 
able year m which received by the taxpayer, unless, under 
methods of accounting permitted under section 41, any 
such amounts are to be properly accounted for as of a 
different period. 


‘Sec. 710. Imposirion or Tax. 


(a) ImMposition.— 


(1) GeneERAL There shall be levied, collected, 
and paid, for each taxable vear, upon the adjusted excess- 
profits net income, as defined in subsection (b), of every 
corporation (except a corporation exempt under section 
727) a tax equal to whichever of the following amounts is 
the lesser : 


(A) 90 [95] per centum of the eee eXcess- 
profits net income, or. 
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(B) an amount which when added to the tax im- 
posed for the taxable vear under Chapter 1 (other 
than section 102) equals 80 per centum of the cor- 
poration surtax net income, computed under section 
15 or Supplement G, as the case inay be, but without 
regard to the credit provided in section 26(e) (relat- 
ing to income subject to the tax imposed by this sub- 
chapter), [and without regard to 80 per centum of 
the credit provided in section 26(h) (relating to credit 
for dividends paid on certain preferred stock.).]’’* 


‘*See. 728. Mbanincs or Terms Usep. 


The terms used in this subchapter shall have the same 
meaning as when used in Chapter 1.”’ 


‘Sec. 736. Reuizr vor INsraLLMEeNT Basrts TAXPAYERS AND 
Taxpayers With Incomt From Lonc-TerRmM 
ContTRACTS. 


(a) Exection to Accrur INcomn.—In the case of any 
taxpayer computing income from installment sales under 
the method provided by section 44(a), if such taxpayer 
establishes, in accordance with regulations preseribed by 
the Commissioner with the approval of the Seeretary, that 
the average volume of credit extended to purchasers on 
the installment plan in the four taxable years preceding 
the first taxable year beginning after December 31, 1941, 
was more than 125 per centum of the volume of such eredit 
extended to such purchasers in the taxable year, or the 
average outstanding installment accounts receivable at the 
end of each of the four taxable years preceding the first 
taxable year beginning after December 31, 1941, was more 
than 125 per centum of the amount of such accounts re- 


*Matter in brackets added by Revenue Act of 1943, effective for 
taxable years beginning after December 31, 1943. 
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ceivable at the end of the taxable vear, or if the taxpayer 
was not in existence for four previous taxable years, the 
taxable years during which the taxpayer was in existence, 
in either case including only such years for which the 
income was computed under the method provided in sec- 
tion 44(a), it may elect, in its return for the taxable year, 
for the purposes of the tax imposed by this subchapter, 
to compute, in accordance with regulations prescribed by 
the Commissioner with the approval of the Secretary, its 
income from installment sales on the basis of the taxable 
period for which such income is accrued, in lieu of the 
basis provided by section 44(a). Except as hereinafter 
provided, such election shall be irrevocable when once 
made and shall apply also to all subsequent taxable years, 
and the income from imstallment sales for each taxable 
year before the first vear with respect to which the elec- 
tion is made but beginning after December 31, 1939, shall 
be adjusted for the purposes of this subchapter to con- 
form to such election. In making such adjustments, no 
amount shall be included in computing excess profits net 
income for any excess profits tax taxable year on account 
of installment sales made in taxable years beginning be- 
fore January 1, 1940. If the taxpayer establishes, in ac- 
cordance with regulations prescribed by the Commissioner 
with the approval of the Secretary, that in a taxable year 
subsequent to the year with respect to which an election 
has been made under the preceding provisions of this 
subsection it would not be eligible to elect such accrual 
method, the taxpayer may in accordance with such regu- 
lations elect in its return for such year to abandon such 
accrual method. Such election shall be irrevoeable when 
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once made and shall preclude any further elections under 
this subsection. [For the taxable vear for which the latter 
election is made and subsequent taxable years, income 
shall be computed in accordance with section 44(c). 


(b) Exection on Lonc-Trrm Contracts.—In the case 
of any taxpayer computing income from contracts the 
performance of which requires more than 12 months, if 
it is abnormal for the taxpayer to derive income of such 
class, or, if the taxpayer normally derives income of such 
class but the amount of such income of such class includ- 
ible in the gross incoine of the taxable vear is in excess 
of 125 per centum of the average amount of the gross 
income of the same class for the four previous taxable 
vears, or, if the taxpaver was not in existence of four 
previous taxable years, the taxable vears during which 
the taxpayer was in existence, it may elect, in its return 
for such taxable year for the purposes of this subchapter, 
or in the case of a taxable vear the return for which was 
filed prior to the date of the enactment of the Revenue 
Act of 1942, within 6 months after the date of the enact- 
ment of such Act, to compute, m accordance with regula- 
tions prescribed by the Commissioner with the approval 
of the Secretary, such income upon the percentage of 
completion method of accounting. Such election shall be 
made in accordance with such regulations and shall be 
irrevocable when once made and shall apply to all other 
contracts, past, present, or future, the performance of 
which required or requires more than 12 months. The net 
income of the taxpayer for each year prior to that with 
respect to which the election is made shall be adjusted 
for the purposes of this subchapter, including the com- 
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putation of excess profits net Income in each taxable year 
of the base period under section 711(b), to conform to 
such election but for purposes of chapter 1, the tax im- 
posed by this subchapter for any prior taxable year on 
account of the adjustment required by this subsection 
shall be considered a part of the tax imposed by this 
subchapter for the taxable year in which such income is, 
without regard to this subsection, ineludible in gross in- 
come. Income described in this subsection shall not be 
considered abnormal income under section 721.”’ 


Regulations 111: 


“Sec. 29.21-1. Meanine or Ner Income. 
* * *% *% af 

The normal taxes and surtaxes imposed on individuals 
and on corporations are computed upon net income less 
certain credits. Although taxable net income is a statu- 
tory conception, it follows, subject to certain modifica- 
tions as to exemptions and as to deductions for partial 
losses in some cases, the lines of commercial usage. Sub- 
ject to these modifications statutory net income is com- 
mercial net income. This appears from the fact that 
ordinarily it is to be computed in accordance with the 
method of accounting regularly employed in keeping the 
books of the taxpayer. (See section 41.)’’ 


“Sec. 29.26-4. Crepir ror Income Sussecr to Excuss 
Prorits Tax. 

A credit is provided in section 26(e) allowable under 

sections 13(a)(2) and 15(a) in computing normal tax net 

‘income and surtax net inconie, respectively. See section 
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108 as to certain fiscal years. The credit is allowed only 
in the case of corporations subject to the excess profits 
tax Imposed by subchapter FE of chapter 2. The credit 
does not apply to a corporation exempt from such tax 
under section 725 (relating to personal service corpora- 
tions) or section 727 (relating to corporations exempt 


from excess profits tax). 


In general, the credit is the amount of the corporation’s 
adjusted excess profits net income, as defined in section 
710(b). In the case of the following corporations, how- 
ever, the credit is an amount of which the tax imposed by 
subchapter If of chapter 2 is 90 per cent: 

(a) Corporations computing such excess profits tax 
under section 721, relating to abnormalities in income 
in the taxable period. 

(b) Corporations computing such excess profits tax 
under section 726, relating to corporations completing 
contracts under the Merchant Marine Act of 1936. 
(c) Corporations computing such excess profits tax 
under section 731, relating to corporations engaged in 
mining strategic minerals. 

(d) Corporations computing such excess profits tax 
under section 756(b), relating to corporations with 
income from long-term contracts. 


For the purpose of the credit in the case of such corpora- 
tions, the excess profits tax (upon which the credit is to 
be computed) is the tax imposed under subchapter E of 
chapter 2 computed without regard to the limitation of tax 
to 80 per cent of surtax net income, as provided in section 
710(a)(1). The exeess profits tax is also determined for 
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this purpose without regard to any credit for foreign 
taxes allowed in section 729(¢) and (d) and without re- 
gard to the adjustments provided in section 734.’’ 


“Sec. 29.41-1. Computation or Net Income. 


Net income must be computed with respect to a fixed 
period. Usually that period is 12 months and is known 
as the taxable year. Items of incoine and of expenditure 
which as gross income and deductions are elements in the 
computation of net income need not be in the form of 
cash. It is sufficient that such items, if otherwise prop- 
erly included in the computation, can be valued in terms 
of inoney. ‘The time as of which any item of gross income 
or any deduction is to be accounted for must be deter- 
mined in the light of the fundamental rule that the com- 
putation shall be made in such a manner as clearly re- 
flects the taxpayer’s income. If the method of accounting 
regularly employed by him in keeping his books clearly 
reflects his income, it is to be followed with respect to 
the time as of which items of gross income and deductions 
are to be accounted for. (See sections 29.42-1 to 29.42-3, 
inclusive.) If the taxpayer does not regularly employ a 
method of accounting which clearly reflects his income, the 
computation shall be made in such manner as in the 


opinion of the Commissioner clearly reflects it.’’ 
“Sec. 29.41-2. Basks or CoMPpuUTATION AND CHANGES IN 
ACCOUNTING MrtTHODs. 


Approved standard methods of accounting will ordi- 


narily be regarded as clearly reflecting income. * * * 


The true income, commuted under the Internal Revenue 
Code and, if the taxpaver keeps books of account, in ae- 
eordance with the inethod of accounting regularly em- 
ployed in keeping such books (provided the method so 
used is properly applicable in determining the net income 
of the taxpaver for purposes of taxation), shall in all 
cases be entered in the return.’’ 


‘“*Sec. 29.42-4. Lone-Term Contracts. 


Income from long-term contracts is taxable for the 
period in which the income is determined, such determina- 
tion depending upon the nature and terms of the par- 
ticular contract. As used in this section the term ‘long- 
term contracts’ means building, installation, or construc- 
tion contracts covering a period in excess of one year 
froin the date of execution of the contract to the date on 
which the contract is finally completed and accepted. Per- 
sons whose income is derived in whole or in part from 
such contracts may, as to such income, prepare their re- 
turns upon either of the following bases: 


(a) Gross income derived from such contracts may be 
reported upon the basis of percentage of completion. In 
such case there should accompany the return certificates 
of architects or engineers showing the percentage of com- 
pletion during the taxable vear of the entire work to be 
performed under the contract. There should be deducted 
from such gross income all expenditures made during the 
taxable year on account of the contract, account being 
taken of the material and supplies on hand at the begin- 
ning and end of the taxable period for use in connection 
with the work under the contract but not vet so applied. 


xi 


(b) Gross income may be reported for the taxable year 
in which the contract is finally completed and accepted if 
the taxpayer elects as a consistent practice so to treat 
such income, provided such method clearly reflects the 
income. If this method is adopted there should be de- 
ducted from gross income all expenditures during the life 
of the contract which are properly allocated thereto, taking 
into consideration any material and supplies charged to 
the work under the contract but remaining on hand at 
the time of completion. 


A taxpayer may change his method of accounting to 
accord with paragraph (a) or (b) of this section only 
after permission is secured from the Commissioner as 
provided in section 29.41-2.”’ 


Regulations 112: 
‘Sec. 35.710-4 Rare or Tax.—The excess profits tax 
shall be whichever of the following is the lesser: 


(a) an amount equal to 90 percent of the adjusted ex- 
cess profits net income, or 


(b) an amount which when added to the tax imposed 
for the taxable year under Chapter 1 (not including the 
tax under section 102 on account of the improper accumu- 
lation of surplus) equals 80 per cent of the corporation 
surtax net income, computed under section 15 or Supple- 
ment G (relating to insurance companies), as the case 
may be, but without regard to the credit provided in sec- 
tion 26(e) relating to income subject to excess profits tax. 


For the purposes of section 710(a) (1) (B) and of 
clause (b) of the preceding sentence, the tax imposed for 
the taxable year under Chapter 1 is the sum of the normal 
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tax and surtax for such year prior to the credit under 
section 131 for taxes paid to a foreign country or posses- 
sion of the United States. The corporation surtax net 
income for such purposes shall be computed by disregard- 
ing the credit under section 26(e) (relating to income 
subject to excess profits tax), otherwise provided in sec- 
tion 15(a) or Supplement G as a reduction against net 
income, both in determining corporation surtax net income, 
and in determining the amount of net income upon which 
is computed the 85 per cent limitation upon the credit for 
dividends received. In all other respects, corporation 
surtax net income shall be computed as provided in sec- 
tion 15(a) or Supplement G as the case may be. 
e * * * % 9) 

‘*See. 35.736(a)-2. Euectrion to Compute Excess Prorits 
IncoMr on Strrarcut Accruau Basis.—If a taxpayer com- 
puting income from installment sales under the method 
provided by section 44(a) establishes eligibility for relief 
in accordance with the provisions of section 736(a) and 
section 35.736(a)-1, it may elect in its excess profits tax 
return for such year to compute ineome attributable to 
installment sales on the basis of the taxable period for 
which such income is accrued, in lieu of the basis pro- 
vided by section 44(a), pursuant to which income for any 
taxable year is determined to be that proportion of the 
installment payments actually received during the year 
which the gross profit realized or to be realized when pay- 
ment is completed, bears to the total contract price. 

% ae ¥ * * 
If the taxpayer elects under the provisions of section 


736(a) and this section to compute its income from in- 
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stallment sales on the straight accrual basis, such election 
shall be irrevocable when once made and shall apply also 
to all subsequent taxable years and the income from in- 
stallment sales for each taxable year before the first year 
with respect to which the election is made, but beginning 
after December 31, 1939, shall be adjusted for the pur- 
poses of the excess profits tax computation to conform to 
such election. Since no change in the computation of in- 
come from the installment basis to the straight accrual 
basis can be made for any vear beginning prior to Janu- 
ary 1, 1940, as a result of such election, no recomputa- 
tion ean be nade for any vear in the base period. If the 
taxpayer uses the excess profits credit based on income 
pursuant to section 713 or section 742, the average base 
period net income shall be the actual average base period 
net income with mcome from installment sales computed 
under the method pursuant to which such income was re- 
ported for the purposes of the income tax under Chapter 
1 for the taxable years im such period. If the taxpayer 
uses the excess profits credit based on invested capital 
pursuant to section 714, the determination of accumulated 
earnings and profits shall be made without regard to any 
adjustment resulting from election made under section 
736(a) and this section, except as such election is reflected 
in the amount of income tax or excess profits tax payable 
for taxable vears beginning after December 31, 1939. The 
election made pursuant to section 736(a) and this section 
to compute income on the straight accrual basis in leu 
of the basis provided in section 44(a) shall apply only 
with respect to excess profits net income for purposes of 
the excess profits tax nnposed by Subchapter Ii of Chapter 
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2. For purposes of the income tax under Chapter 1, or 
the surtax on personal holding companies or the declared 
value excess profits tax under Chapter 2, income shall be 
computed upon the basis provided in section 44(a). 

Eo %* * % %*d) 

‘*Sec. 35.736(a)-38 Computation or INCOME ON STRAIGHT 

Accruau Basis. 

*% % * * * 
For the purposes of determining the excess profits tax 
under section 710(a) (1) (B), as an amount which when 
added to the normal tax and surtax for such vear equals 
SO percent of the corporation surtax net income con- 
puted without regard to the credit under section 26(e) the 
corporation surtax net income shall include income from 
installment sales computed upon the straight accrual basis 
described in this section, the credit for dividends received 
used in computing corporation surtax net incoine shall be 
limited to 85 percent of the net income which shall include 
income from installment sales computed upon such 
straight accrual basis, and the normal tax and surtax shall 
be the actual normal tax and surtax determined under 
Chapter 1. 

* * ae * ID 

“Sec. 35.736(b)-2. HLecriox to Report Ixcomrn Upon 

PrRcentacGre or Compietion Basis.—If the taxpayer satis- 
fies the eligibility requirements provided in section 736(b) 
and section 35.756(b)-1 with respect to a taxable year 
beginning after December 31, 1939, it may elect in its ex- 
cess profits tax return for such vear, or if the election is 
made for a taxable vear the excess profits tax return for 
which was filed pmor to October 21, 1942 (the date of en- 
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actment of the Revenne Act of 1942), it may elect not 
later than April 21, 1948 (six months after the date of 
enactinent of the Revenue Act of 1942), to compute its in- 
come from long-term contracts upon the percentage of 
completion method of accounting under the provisions of 
section 29.42-4(a) of Regulations 111 or section 19.42-4(a) 
of Regulations 103 apphcable to the taxable year for which 
the tax is being computed. An election made by the tax- 
payer pursuant to the provisions of section 30.736(b) (2) 
of Regulations 109 shall be deemed to be made pursuant 
to the provisions of this section. 

‘Tf the taxpayer elects under the provisions of section 
736(b) and this section to compute its excess profits net 
income from long-term contracts upon the percentage of 
completion method of accounting, such election shall be 
irrevocable when once made. The election shall apply to 
all other long-term contracts entered into by the taxpayer, 
whether completed in the past, or in the taxable vear, or 
whether such contracts are partly performed and are to 
be completed in the future, and to contracts which may be 
entered into in the future as well as to contracts which 
have already been entered into by the taxpaver. The in- 
come for excess profits tax purposes for each taxable year 
prior to the year in which the election is made to compute 
excess profits net income from long-term contracts upon 
the percentage of completion method of accounting shall 
be adjusted to conform to such method. The excess profits 
net income under section 711(b) for each taxable year in 
the base period, for the purposes of computing the aver- 


age base period net income under section 713 or section 
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742, shall also be adjusted so as to conform to such elec- 
tion and the income from long-term contracts shall be 
computed upon the percentage of completion method of 
accounting. If the taxpaver uses the excess profits credit 
based upon invested capital pursuant to section 714, the 
determination of accumulated earnings and profits shall 
be made without regard to any adjustment resulting from 
any election made under section 756(b) or this section, 
except as such election is reflected in the amount of in- 
come tax or excess profits tax pavable for taxable years 
beginning after December 31, 1939. 


The election made pursuant to section 786(b) and this 
section to compute income from long-term contracts upon 
the percentage of completion method of accounting shall 
apply only with respect to average base period net income 
and to excess profits net income for an excess profits tax 
taxable year. For purposes of the income tax under Chap- 
ter 1, or the surtax on personal holding companies or the 
declared value excess profits tax under Chapter 2, income 
from such contracts shall be computed upon the completed 
contract basis. 


“See. 35.736(b)-8 Comeutarion or Net Income Upon 
PercentaGeE or ComMPpLetION MertruHop or AccouNTING.— 
(a) Eacess profits tax taxable year. 

*% * *% * * 

The excess profits tax may be computed under section 
710(a) (1) (B) as an amount which when added to the 
norma] tax and surtax computed under Chapter 1 equals 


80 pereent of the corporation surtax net income computed 
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without regard to the credit under section 26(e) (relating 
to income subject to excess profits tax). For such purpose, 
the corporation surtax net income shall be determined by 
computing the income from long-term contracts upon the 
percentage of completion method of accounting. The credit 
for dividends received used in computing corporation sur- 
tax net income shall be limited to 85 percent of the net in- 
come determined by computing income from long-term 
contracts upon the percentage of completion method of 
accounting, and the normal tax and surtax shall be the 
actual normal tax and surtax determined under Chapter 1. 


Me * * * #I) 


